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THE FINANCIAL REPORT OF THE U.S. 
GOVERNMENT FOR FISCAL YEAR 2004 


WEDNESDAY, FEBRUARY 9, 2005 

House of Representatives, 

Subcommittee on Government Management, 

Finance, and Accountability, 
Committee on Government Reform, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 2:04 p.m., in room 
2247, Rayburn House Office Building, Hon. Todd Russell Platts 
(chairman of the subcommittee) presiding. 

Present: Representatives Platts, Towns, Dent, Marchant, West- 
moreland, Duncan, and Foxx. 

Staff present: Mike Hettinger, staff director; Dan Daly, counsel; 
Tabetha Mueller, professional staff member; Jessica Friedman, leg- 
islative assistant; Nathaniel Berry, clerk; Adam Bordes, minority 
professional staff member; and Jean Gosa, minority assistant clerk. 

Mr. Platts. A quorum being present, this hearing of the Com- 
mittee on Government Reform will come to order. 

As we begin the 109th session, it is great to be serving again 
with my ranking member, Mr. Towns from New York, as well as 
our other colleagues on the majority and minority side. I look for- 
ward to an active and productive 2-year session as we go forward 
from this hearing of the committee today. 

As stewards of taxpayer dollars, we owe our citizens no less than 
full accountability. At the very least, we need to ensure that assets 
are protected from loss or misuse. Ideally, we need to ensure that 
every dollar is spent wisely and for its intended purpose. We 
should also understand fully the cost of the Government’s oper- 
ations and the implications of our financial commitments. 

To fulfill these important responsibilities. Congress began requir- 
ing that the Federal Government would produce audited financial 
statements beginning in fiscal year 1997. The 2004 financial report 
of the United States and accompanying audit performed by the 
Government Accountability Office were released on December 15th 
of last year. This deadline represents an important milestone. It is 
a huge improvement over the days not too long ago when agencies 
took nearly 6 months to close their books. Timely financial informa- 
tion is necessary for responsible budget decisions, and in times of 
fiscal constraint, as many Federal agencies are required to do more 
with less, real time financial data becomes a critically important 
tool. 

For the 8th straight year, unfortunately, GAO was unable to pro- 
vide assurance as to the reliability of the information that 

( 1 ) 
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underlies the Federal Government’s financial statements. As has 
been the case year after year, GAO reported significant material 
deficiencies. Additionally, this year a new issue came to light that 
warrants consideration. Eleven agencies restated their financial in- 
formation for the previous fiscal year. Frequent restatements can 
undermine the credibility of our financial reports. 

During this hearing we will discuss the possible reasons for these 
restatements and ways that we can improve the process going for- 
ward to ensure that information is reliable as well as timely. 

Perhaps the most important benefit of the audit process is learn- 
ing how to correct systemic weaknesses. We have seen improve- 
ment since the inception of the Government-wide audit in 1997, but 
until we can be assured that the reporting information is reliable 
and GAO can issue a clean opinion, we will not benefit from the 
full value of this report. 

The Government Reform Committee has a responsibility to en- 
sure sound financial management through appropriate oversight, 
and this hearing will establish the basis for our work in the 109th 
Congress. 

Our witnesses today will provide the subcommittee with insight 
on the audit findings of the consolidated financial statements and 
discuss areas that need improvement. 

Today we are pleased to have the Honorable David Walker, 
Comptroller General of the United States; the Honorable Jack Mar- 
tin, who will represent the Office of Federal Financial Management 
at the Office of Management and Budget, and who is CFO at the 
Department of Education; and Donald Hammond, Fiscal Assistant 
Secretary at the Department of Treasury. We will certainly look 
forward to the testimony of each of our witnesses. 

[The prepared statement of Hon. Todd Russell Platts follows:] 
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As stewards of taxpayer dollars, we owe our citizens no less than full accountability. At the very 
least, we need to ensure that assets are protected from loss or misuse. Ideally, we need to ensure that 
every dollar is spent wisely and for its intended purpose. We should also understand fully the cost of the 
government’s operations and the implications of our financial commitments. To fulfil! these important 
responsibilities, Congress began requiring that the Federal government produce audited financial 
statements beginning in fiscal year 1 997. 

The 2004 Financial Report of the United States and accompanying audit performed by the 
Government Accountability Office were released on December 1 5, 2004. This deadline represents an 
important milestone - it is a huge improvement over the days, not too long ago, when agencies took 
nearly six months to close their books. Timely financial information is necessary for responsible budget 
decisions; and in times of fiscal constraint, as many Federal agencies are required to do more with less, 
real-time financial data becomes a critically important tool. 

For the eighth straight year, unfortunately, GAO was unable to provide assurance as to the 
reliability of the information that underlies the Federal government’s financial statements. As has been 
the case year after year, GAO reported significant material deficiencies. Additionally, this year a new 
issue came to light that warrants consideration; ten agencies restated their financial information for the 
previous fiscal year. Frequent restatements can undermine the credibility of financial reports. During 
this hearing we will discuss the possible reasons for these restatements and ways we can improve the 
process going forward to ensure that information is reliable as well as timely. 

Perhaps the most important benefit of the audit process is learning how to correct s>^temic 
weaknesses. We have seen improvement since the inception of the government-wide audit in 1997, but 
until we can be assured that the reporting information is reliable and GAO can issue a clean opinion, we 
will not benefit from the full value of this report. The Government Reform Committee has a 
responsibility to ensure sound financial management through appropriate oversight, and this hearing will 
establish the basis for our work in the 109‘^ Congress. 

Our witnesses today will provide the Subcommittee with insight on the audit findings of the 
consolidated financial statements and discuss areas that need improvement. Today, we are pleased to 
have The Honorable David M. Walker, Comptroller General of the United States; The Honorable Jack 
Martin, who will represent the Office of Federal Financial Management at the Office of Management 
and Budget; and Donald V. Hammond, Fiscal Assistant Secretary at the Department of Treasury. I look 
forward to the testimony of each of our witnesses. 
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Mr. Platts. I now yield to our ranking member, the gentleman 
from New York, for the purpose of making an opening statement. 
Mr. Towns. 

Mr. Towns. Thank you, Mr. Chairman. 

Let me begin by saying I really thank you for your leadership. 
I look forward to working with you to make Government more re- 
sponsible. It is good to be back here with you. 

I look forward to continuing our good work on improving the per- 
formance and efficiency of the agencies and programs that so many 
Americans depend on every day. While I am pleased to see that the 
agency community is continuing to make progress in meeting their 
imposed deadlines for annual auditing requirements, these results 
seem to indicate that efforts to achieve a clean Government-wide 
audit are stagnant. 

As in previous years, a vast majority of agencies are meeting 
their goals of achieving an unqualified audit opinion, leaving us to 
focus our attention on a select few. Nevertheless, there is note- 
worthy decline in the number of agencies receiving clean audits 
when compared to last year’s results. For fiscal year 2004, only 18 
out of 23 agencies received a clean audit opinion, down from the 
20 agencies receiving clean audits for fiscal year 2003. 

Furthermore, we are witnessing a sharp increase in the number 
of agencies restating their results from the previous year. Accord- 
ing to GAO, there are 11 agencies that offered restatements for fis- 
cal year 2003 compared to only 4 agencies during the previous 
cycle. 

While the underlying reason for these restatements remains un- 
clear, it certainly merits our scrutiny. Publicly traded entities that 
restated its prior results would face harsh scrutiny from the FCC 
and its investors, so why shouldn’t our agencies be scrutinized the 
same way by Congress and the taxpayers? 

Perhaps it is too early to tell if our efforts to improve agency fi- 
nancial management over the past decade have been adequate or 
if the system and practices for managing our Federal agencies are 
faltering. That said, the 2004 statements remain troubling to me 
and merit a thorough review from the Government Accountability 
Office. 

There is no question that the road to sound financial manage- 
ment and program efficiency within our Government runs through 
the achievement of a clean Government-wide audit; thus, it is im- 
perative for us to continue with adequate oversight of agency ef- 
forts if we are ever to bring our Government’s chronic budget defi- 
cit and debt burden under control. 

I look forward to hearing from the witnesses and gaining their 
perspectives for making our Government a more effective and ac- 
countable institution. 

On that note, Mr. Chairman, I yield back. 

Mr. Platts. Thank you, Mr. Towns. 

[The prepared statement of Hon. Edolphus Towns follows:] 
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Congressman Ed Towns 
Committee on Government Reform 
Consolidated Financial Statements of the Federal 
Government 
February 9, 2005 


Thank you, Mr. Chairman. Let me begin by thanking 
you for your leadership. I look forward to working with you 
to make our government more responsible, and continuing 
our good work on improving the performance and efficiency 
of the agencies and programs that so many Americans 
depend on every day. 

While I’m pleased to see that the agency community is 
continuing to make progress in meeting their imposed 
deadlines for annual auditing requirements, the results seem 


to indicate that efforts to achieve a clean government wide 
audit are stagnant. As in previous years, a vast majority of 
agencies are meeting their goals of achieving an unqualified 
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audit opinion, leaving us to focus our attention on a select 
few. Nevertheless, there is a noteworthy decline in the 
number of agencies receiving clean audits when compared to 
last year’s results. For FY 2004, only 18 out of 23 agencies 
received a clean audit opinion, down from the 20 agencies 
receiving clean audits for FY 2003. 

Furthermore, we are witnessing a sharp increase in the 
number of agencies restating their results from the previous 
year. According to GAO, there were eleven agencies that 
offered restatements for FY 2003, compared to only four 
agencies during the previous cycle. While the underlying 
reasons for these restatements remains unclear, it certainly 
merits our scrutiny. Any publicly traded entity that restated 
its prior results would face harsh scrutiny from the SEC and 
its investors, so why shouldn’t our agencies be scrutinized 
the same way by Congress and the taxpayers? 
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Perhaps it’s too early to tell if our efforts to improve 
agency financial management over the past decade have 
been adequate, or if the systems and practices for managing 
our federal agencies are faltering. That said, the 2004 
statements remain troubling to me and merit a through 
review from the Government Accountability Office. 

There is no question that the road to sound financial 
management and program efficiency within our government 
runs through the achievement of a clean government-wide 
audit. Thus, it is imperative for us to continue with 
adequate oversight of agency efforts if we are ever to bring 
our government’s chronic budget deficits and debt burdens 
under control. 

I look forward to hearing from our witnesses and 
gaining their perspectives for making our government a 


more effective and accountable institution. 
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Mr. Platts. Thank you for your kind words. Again, I look for- 
ward to working with you. We have taken a great team approach 
in the past 2 years. It worked so well. I was delighted that we got 
to stay in the same chairs that we are in as chairman and ranking 
member. 

Mr. Towns. Mr. Chairman, I must admit I agree with everything 
you said but that. 

Mr. Platts. We will proceed to our witnesses. We appreciate all 
three of you and your staff for your preparation for today’s hearing 
and your appearance here today. As is a practice, if I could ask our 
witnesses to stand and any staff who will be assisting them, as 
well, to take the oath with them. 

[Witnesses sworn.] 

Mr. Platts. Thank you. The clerk will note that all witnesses af- 
firmed the oath. 

We appreciate the written testimonies and we will proceed. We 
are going to use a rough framework of about 8 minutes each. We 
won’t be real close to that, but if we are able to we will have more 
time for questions and more of that give-and-take. 

Mr. Walker, we are going to start with you. In advance — I think 
you said 6 years and 3 months in your position — I thank you for 
your service and your true and clear dedication to the fiscal integ- 
rity of the operations of the Federal Government. That name 
change is appropriate. The Federal Government is accountable to 
the people of our great Nation. 

If you would like to proceed? 

STATEMENT OF DAVID M. WALKER, COMPTROLLER GENERAL, 
U.S. GOVERNMENT ACCOUNTABILITY OFFICE 

Mr. Walker. Thank you, Mr. Chairman and Mr. Towns. I appre- 
ciate my statement being entered into the record in its entirety, 
and therefore I will try to summarize the highlights and the 
lowlights for this subcommittee. 

I am pleased to be here again to be able to talk about the results 
of the U.S. Government’s consolidated financial statement audit for 
the fiscal year ended 2004. I would like to thank this subcommittee 
for continuing its tradition of holding annual hearings. I think it 
is very, very important that you do that, and I would note that be- 
cause of your interest and efforts I think it has helped to make 
faster progress. I do think we have made progress over the last 
several years in a number of different ways. I think that has to be 
acknowledged. 

As you mentioned, Mr. Chairman, one of the aspects of the good 
news is that for the first time in its history the Federal Govern- 
ment issued its annual report, which included audited financial 
statements, on December 15, 2004, clearly a much expedited sched- 
ule from what has been the case in the past. I think that is clearly 
a positive action that we should all be pleased with and proud of. 

At the same point in time, for the same basic reasons as we have 
for the last 7 years, the Government Accountability Office has not 
been able to express an opinion on the consolidated financial state- 
ments for three primary reasons. 

No. 1, the Department of Defense. The Department of Defense is 
the tail on the dog. We will not be able to express an opinion on 
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the consolidated financial statements, in my view, until the Depart- 
ment of Defense gets its act together. 

There are two other reasons: one, because of certain intra-gov- 
ernmental transactions; and, second, because of certain activities 
dealing with actually preparing the consolidated financial state- 
ments. My personal view is we will solve those issues well in ad- 
vance of solving the challenges associated with the Department of 
Defense, which I am happy to get into during the question and an- 
swer period. 

While it is good news that we achieved this record reporting 
date, one area of concern that you mentioned is the fact that there 
was a significant increase in the number of restatements of prior 
year agency financial statements. These statements primarily re- 
late to the reconciliation of the budget results with the financial 
statement results, which is a fairly new statement and one that 
people, I think, are still trying to get comfortable with. But the fact 
of the matter is that when you have restatements of financial 
statements, that is a very serious matter and would be taken very 
seriously in the private sector. 

The fact of the matter is that it is important that we not trade 
improved timeliness for decreased reliability. I believe over time we 
won’t do that, and I think it serves to reinforce the importance of 
making sure that agencies have the right types of systems and ef- 
fective controls in order to be able to get this done in a timely and 
reliable manner. That is critically important, not just to be able to 
generate audited financial statements at the end of the year, but 
in order to be able to have timely, accurate, and useful information 
to be able to make informed management decisions on a day-by-day 
basis. 

I would also note, as you are aware, that the principals of the 
Joint Financial Management Improvement Program, the three pri- 
mary ones dealing with financial management matters being the 
Secretary of the Treasury, the Director of 0MB, and myself as 
Comptroller General of the United States, agreed several years ago 
that success in financial management was not merely a clean opin- 
ion on the financial statements, but you also had to be able to 
achieve no material control weaknesses, no major compliance prob- 
lems, and have systems that provided timely, accurate, useful in- 
formation to make informed decisions on a day-to-day basis. 

Based on that criteria, only 4 of 24 major departments and agen- 
cies meet that test, up from 3 last year. As the chart shows, 18 of 
the major 24 Federal agencies received clean opinions this year, the 
same as last year. But keep in mind this: when somebody has re- 
stated their financial statements, that means they didn’t deserve a 
clean opinion in the prior year and they shouldn’t be stating, “We 
got a clean opinion last year and we got a clean opinion this year,” 
because by definition if their financial statements were restated, 
other than for a change in accounting principle, it means they 
should not have received a clean opinion in the prior year. 

In fact, one of the things that we are looking at is to determine 
what, if any, modifications should be made to generally accepted 
governmental auditing standards to make sure the auditors point 
out what the effect of that restatement would have been had they 
known about it in the prior year. I think it is also something that 
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0MB needs to consider in determining the criteria for when you 
get to green in the financial management area, because if you have 
restatements something is wrong. We need to make sure that peo- 
ple are held accountable when they have that type of situation hap- 
pen. 

If I can, in the balance of my time I just want to reinforce with 
this subcommittee something that I have been talking to many 
committees of the Congress about on both ends of the Hill, and 
that is if you look at the consolidated financial statements of the 
U.S. Government you will find that since the beginning of the re- 
public in 1789 we have run up a net negative position of about $7.7 
trillion. Worked out a little differently, right now total debt is 
about $7.6 trillion, another way of looking at it. 

But if you look at these financial statements and also the man- 
agement discussion analysis section, the footnotes, etc., you will 
find there are a lot of other very big numbers in there, many of 
which are not on the balance sheet of the U.S. Government. For ex- 
ample, you will find that we have made significant promises 
through Social Security, through Medicare, and other programs 
that, in current dollar terms, represent huge mismatches between 
what we have promised and what dedicated revenues are there to 
be able to deliver on those promises. 

In fact, if you were to take current liabilities and add on top of 
that the present value dollar difference between what we have 
been promised and what dedicated revenues are there in the form 
of payroll taxes or premiums or whatever else to deliver on those 
promises, then our current burden is about $43 trillion and rising 
every day. That is about $350,000 for every full-time worker. It is 
$145,000 per American. The total estimated net worth of all indi- 
viduals in the United States combined, including Bill Gates, is $47 
trillion, and yet we are already committed to $43 trillion. 

That reinforces the point that we need to continue to provide en- 
hanced transparency through our annual financial reporting as to 
where we are and where we are headed. 

By the way, these bonds that are in the so-called “trust funds,” 
you won’t find them as a liability on the balance sheet of the U.S. 
Government. The reason being, under current accounting and re- 
porting treatment the right hand owes the left hand; yet, nonethe- 
less, we took the people’s money, we spent the people’s money in 
operating expenses, we replaced it with an lOU, and I think we 
need to reconsider the accounting treatment for that and other 
areas, as well. 

Last, we are on an unsustainable long-term fiscal path. Due to 
known demographic trends and rising health care costs, we face a 
sea of mounting red ink. We are not going to be able to grow our 
way out of this problem. It is going to be critically important that 
we engage in a fundamental baseline review of discretionary spend- 
ing, mandatory spending, entitlement programs, and tax policy. It 
may take up to a generation to be able to deal with this gap, but 
the sooner we get started the better. 

For the benefit of this committee, on February 16th, before a full 
committee hearing of Senate Homeland Security and Governmental 
Affairs, GAO will release an unprecedented 21st Century Chal- 
lenges report which will summarize where we are and where we 
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are headed. This report will raise a number of key questions that 
need to be asked — and hopefully answered — about the base of exist- 
ing Government programs, policies, functions, and activities, and 
offer some possible alternatives for a way forward, because our 
country, our children, and our grandchildren are counting on us to 
deal with this problem. And in order to deal with it we need timely, 
accurate, useful financial reporting and we also need performance 
reporting that is results based so we can understand what is work- 
ing and what is not working and where we are generating a return 
on investment and where we need to reconsider our current posi- 
tion and plan. 

Thank you, Mr. Chairman. 

Mr. Platts. Thank you, Mr. Walker. 

[The prepared statement of Mr. Walker follows:] 
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1 GAO 

Highlights of GAO-05-284T. testimony 
before the Committee on Government 
Reform, House of Representatives 


Why GAO Did This Study 

GAO is required by law to annually 
audit the consolidated financial 
statements of the U.S. government 
Proper accounting and reporting 
practices are essential in the public 
sector. The U.S. government is the 
largest, most complex, and most 
diverse entity on earth today. Its 
services — homeland seciulty, 
national defense, Social Security, 
health care, mail delivery, and food 
inspection, to name a few — directly 
affect the well-being of almost 
every American. Sound decisions 
on the current results and future 
direction of vital federal 
government pro^'anrs and policies 
are made more difficult without 
timely, reliable, and useful financial 
aird performance information. 

Until the problems discussed in 
GAO’s audit report on the IfS. 
government's consolidated 
financial statements are adequately 
addressed, they will continue to (1) 
hamper the federal government’s 
ability to reliably report a 
significant portion of its assets, 
liabilities, costs, and other 
information; (2) affect the federal 
government’s ability to reliably 
measure tlie full cost as well as the 
financial and nonfinancial 
performance of certain programs; 
(3) impair the federal government’s 
^ility to adequately safeguard 
significant assets and properly 
record various transactions; and (4) 
prevent the federal government 
from having reliable financial 
information to operate in an 
economical, efficient, and effective 
manner. 


www.gao gov/cgi-bin/gelrpPGAO-05-284T. 

To view ihe full product including ihe scope 
and methodology, click on the link above. 

For more informalion, contaci Jeffrey C. 
Steinhoff or Gary T. Engel at (202) 512-2600. 


FISCAL YEAR 2004 U.S. GOVERNMENT 
FINANCIAL STATEMENTS 

Sustained Improvement in Federal 
Financial Management Is Crucial to 
Addressing Our Nation's Future Fiscal 
Challenges 

What GAO Found 

The federal government completed its consolidated financial statements on 
December 15, 2004. Tlus is just 76 days after the end of the fiscal year — a 
record for timeliness. However, as in the previous 7 fiscal years, certain 
material weaknesses in internal control and in selected accounting and 
financial r^iorting practices resulted in conditions that continued to prevent 
GAO from being able to provide the Congress and American citizens an 
opinion as to whether the consolidated financial statements of the U.S. 
government are fairly stated in conformity with U.S. generally accepted 
accounting principles. Tliree ra^or impediments to an opinion on the 
consolidated financial statements continue to be (1) serious financial 
management problems at the Department of Defense, (2) the federal 
government’s ineffective proc^ for preparing the consolidated financial 
statements, and (3) the federal government’s inability to adequately account 
for and reconcile intragovemment^ activity and balances between federal 
agencies. Further, in our opinion, the federal government did not maintain 
effective internal control over financial reporting and compliance due to 
numerous material weaknesses. 

While GAO was unable to express an opinion on the consolidated financial 
statements of the U.S. government, several key items deserve emphasis in 
order to put the information contained in the financial statements and 
Management’s Discussion and Analysis in perspective. First, the federal 
government reported a $412.3 billion unified budget deficit and a $568 billion 
on-budget deficit in fiscal year 2004, representing approximately 3.6 percent 
and 4.9 percent of gross domestic product (GDF^, respectively, Second, the 
U.S. government’s reported liabilities, commitments, and other obligations 
grew by over $13 trillion in fiscal year 2004, primarily due to enactment of 
the new Medicare prescription drug benefit, and now surpass $43 trillion, 
representing close to four times current GDP. In addition, while the size of 
the nation’s long-term fiscal imbalance grew significantly during the fiscal 
year, the retirement of the “baby boom” generation is closer to becoming a 
reality. Given these and other factors, it seems clear that the nation’s 
current fiscal path is unsustainable and that tough choices by the President 
and the Congress will be necessary in order to address the nation’s large and 
growing fiscal imbalance. 

An emerging issue during fiscal year 2004 that merits concern and close 
scrutiny was the growing number of Chief Financial Officers (CFO) Act 
agencies Uiat restated certain of their financial statements for fiscal year 
2003 to correct errors. Frequent restatements to correct errors can 
imdermine public trust and confidence in both the entity and ail re^onsible 
parties. Ihe material internal control weaknesses discussed in this 
testimony serve to increase the risk that additional errors may occur and not 
be identified cm a timely basis by management or the auditors, resulting in 
further restatements. 
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Mr. Chairmai: 

I am pleased to be here today to discuss our report on the U.S. 
government’s consolidated financial statements for fiscal years 2004 and 
2003. Both the consolidated financial statements and our report are 
included in the fiscal year 2004 Financial Report of the United States 
Gmemment, which was issued by the Department of the TVeasury 
(TVeasury) in mid-December, 2004, and is available through GAO's Internet 
site, at www.gao.gov, and TVeasury’s Internet site, at 
www.fms.treas,gov/fr/index.htmL 

I would like to thank you for continuing the annual tradition of oversight 
hearings on this important subject. The involvement of your subcommittee 
remains crifical to ultimately assuring continued progress in the financial 
management area while enhancing public confidence in the federal 
government as a financial steward that is accountable for its finances. 

The federal government completed its consolidated financial statements on 
December 15, 2004. This is just 76 days after the end of the fiscal year — a 
record for timeliness. However, as in the 7 previous fiscal years, certain 
material weaknesses* in internal control and in selected accounting and 
financial reporting practices resulted in conditions that continued to 
prevent us from being able to provide the Congress and American citizens 
an opinion as to whether the consolidated financial statements of the U.S, 
government were fairly stated in conformity with U.S. generally accepted 
accounting principles (GAAP). Until the problems discussed in our report 
are adequately addressed, they will continue to (1) hamper the federal 
government’s ability to relitdily report a significant portion of its assets, 
liabilities, costs, and other related information; (2) affect the federal 
government’s ability to reliably measure the full cost as well as the financial 
and nonfmancial performance of certain programs; (3) impair the federal 
government’s ability to adequately safeguard significant assets and 
properly record various transactions; and (4) prevent the federal 
government from having reliable financial information to operate in an 
economical, efficient, and effective manner. Sound decisions on the current 
results and future direction of vital federal programs and policies are made 


‘A materia] wealoiess is a condition that precludes the entity’s internal control from 
providing reasonable assurance th^ misstatements, losses, or noncompliance material in 
relation to the financial statements or to stewardship information would be prevented or 
detected on a timely basis. 
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more difficult without timely, reliable, and useful financial and 
performance infonnation. 

While the federal government has not yet been able to prepare auditable 
financial statements, the requirement to do so at the consolidated level, as 
well as at the ag«icy level, has already yielded important results. We see 
continuous movement toward the ultimate goals of annual accountability 
and, more importantly, of development of the day-to-day financial 
Information that the federal government will need to best address today’s 
budgetary challenges and the looming longer-term fiscal imbalance driven 
by, among other things, demographic trends, rising health care costs, and 
new homeland security and defense commitments. Across government, 
financial management improvement initiatives are under way, and if 
effectively implemented, have the potential to appreciably improve the 
quality of the federal government’s financial management and reporting. 
Individual federal agencies continue to make some progress in their efforts 
to modernize their finsmcial management systems and improve financial 
management performance as called for in the President’s Management 
Agenda.^ 

The Office of Management and Budget (0MB) accelerated the fiscal year 
2004 financial statements reporting date for agencies to November 16, 2004, 
as compared with January 30, 2004, for fiscal year 2003. Twenty-two of 23 
Chief F^ancial Officers (CFO) Act agencies® were able to issue their fiscal 
year 2004 financial statements by the accelerated repotting date and the 
last one was issued during the first week of December. These reporting 
dates represent a significant improvement over fiscal year 2003 in the 
timeliness of CFO Act agencies’ issuance of their financial statements. 


President’s Management Agenda is Uie administration’s strategy for improving the 
management and performance of the federal government. Us purpose is to identify and 
address the most significant problems facing the federal government. It contains 
govemmentwide and nine agency-^edfic goals to improve federal management and deliver 
results to the American people. 

^e Federal Emergency Management Agency (FEMA) was transferred to the new 
Department of Homeland Security (DHS) effective March 1, 2003. With this transfer, FEMA 
is no longer required to prepare and have audited stand-alone financial statements under the 
CK> Act, leaving 23 CFO Act agencies for fiscal year 2004. DHS, along with most other 
executive branch agencies, is required to prepare and have audited financial statements 
underthe Accountability ofThx Dollars Act of 2002, Pub. L No. 107-289, 116 Stat. 2049 (Nov, 
7. 2002). TTre DHS Financial Accountability Act, Pub. 1 . No. 108-330, 1 18 Stat, 1275 (Oct, 16. 
2004), added DHS to the list of CPO Act agencies and deleted FEiMA, increasing the number 
of CFO Act agencies again to 24 for fiscal year 2005. 
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As shown in jqipendix I, for fiscal year 2004, 18 of 23 CFO Act agencies 
were able to attain unqualified audit opinions on their financial statements 
from inspectors general and ttieir contract auditors responsible for those 
audits. With accelerated reporting, which we support in concept, it is even 
more imperative that federal agency management continue to work toward 
fully resolving the pervasive and generally long-standing material 
weaknesses that have been reported at the agency level for the past 9 fiscal 
yeans. Otherwise, federal agencies may risk incurring additional costs while 
at the same time sacrificing reliability to achieve accelerated reporting. 

In identifying improved financial performance as one of its five 
govemmentwide initiatives, the President's Management Agenda 
recognized that a clean (unqualified) financial audit opinion is a basic 
prescription for any well-managed organization. The Principals of the Joint 
Financial Management Improvement Program (JFMIP)'* defined certain 
measures, in addition to receiving an unqualified financial statement 
opinion, for achieving financial management success. These additional 
measures include being able to routinely provide timely, accurate, and 
useful financial and performance information and having no material 
internal control weaknesses or material noncompliance with laws and 
regulations and the requirements of the Federal Financial Management 
Improvement Act of 1996 (FFMIA).® As shown in appendix II, while the 
severify and magnitude of the problems identified vary greatly, our analysis 
of audit reports of inspectors general and their contract auditors showed 
that for fiscal year 2004 only 4 of the 23 CFO Act agencies had neither a 
material weakness in internal control, an issue involving compliance with 
applicable laws and regulations, nor an instance of lack of substantial 
compliance with the requirements of FFMIA. 

In this testimony, I will discuss why sound financial management today and 
in the future is central to meeting our nation’s large and growing long-term 


'JFMIP was a joint and cooperative undertaking of the Department of the TYeasury, GAO, 
0MB, and the Office of Personnel Management working in cooperation with each other and 
^er federal agencies to improve financi^ management practices in the federal 
government. Leadership and program giudance were provided by the four Principals of 
JFMIP — the Comptroller General of the United States, the Secretary of the Tteasury, and the 
Directors of 0MB and the Office of Personnel Management, Although JFMIP ceased to exist 
as a stand-alone organization as of December I, 2004, the JFMIP Principals will continue to 
meet at their discretion. 

‘FFMIA of 1996. Pub. L No. 104-208, div. A, § 101(f), Utie Vni, UO Stat. 3009, 3009-389 (Sept, 
«). 1996) 
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fiscal imbalance. I will also discuss the growing number of CFO Act 
agencies that restated certain of their financial statements for fiscal year 
2003 to correct errors — an emerging issue that merits concern and close 
scrutiny. I will then highlit the m^or issues relating to the consolidated 
financial statements for fi^al years 2004 and 2003, discuss systems 
problems that continue to hinder federal agency accountability, and 
describe progress that has been made toward addressing major 
impediments to an opinion on the consolidated financial statements. 


The Nation’s Fiscal 
Imbalance 


First, I would like to spend a few minutes discussing our nation’s 
worsening financial condition and long-range fiscal outlook. Last week, I 
spoke on this issue at the National Press Club as part of the Outlook 2005 
Conference, which was attended by government, corporate, and nonprofit 
executives from around the country. I have attached a copy of my remarks 
at that conference to my testimony today as ^pendix HI. 

While we are unable to express an opinion on the U.S. government’s 
consolidated financial statements, several key items deserve emphasis in 
order to put the information contained in the financial statements and the 
Management’s Discussion and Analysis section of the Financial Report of 
the United States Government into context. 

First, the federal government reported a $412.3 billion unified budget 
deficit and a $568 billion on-budget deficit in fiscal year 2004, representing 
approximately 3.6 percent and 4.9 percent of gross domestic product 
(GDP), respectively.® Second, the U.S. government’s reported liabilities, 
commitments, and other obligations grew by over $13 trillion in fiscal year 
2004, primarily due to the enactment of the new Medicare prescription drug 
benefit, and now surpass $43 trillion, representing close to four times 
current GDP.’ 

In March 2004, the TVustees of the Social Security and Medicare trust funds 
issued their respective 2004 annual reports on the current and projected 


The transactions of the Postal Service and the Social Security trust funds are classified as 
off-budgeL As such, their reported surpluses — 14 billion for the Postal Service and $151 
billion for the Social Securi^ trust funds— are excluded from the on-budget deficit but 
included in the unified budg^ deficit 

’This r^resents the sum of selected fiscal exposures net of certain revenues (e.g,, payroU 
taxes, beneficiary premiums) that fund some of these exposures. 
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status of these two programs. Once again, the trustees’ reports confirmed 
that both tile Social Security and Medicare programs are unsustainable in 
their present form. ITie trustees also noted that Medicare’s fmancial 
difficulties are much more severe than those confronting Social Security. 
Furthermore, the new prescription drug benefit has significantly increased 
the federal govenunent’s commitments associated with the Medicare 
program. Specifically, in their 2004 report, the trustees estimated the 
present value cost to the federal government of this new benefit over the 
next 75 years to be $8.1 trillion as of January 1, 2004. The trustees 
reiterated the message contained in their previous reports that action to 
address the financial difficulti^ facing Social Security and Medicare 
^ould be taken in a timely manner and that the sooner these financial 
challenges are addressed, the more varied and less disruptive the solutions 
can be. 

The federal government’s gross debt® as of September 2004 was about $7,4 
trillion, or about $25,000 for every man, woman, and child in the country. 
But that number excludes such items as the gap between promised and 
funded Social Security and Medicare benefits, veterans’ health care, and a 
range of other liabilities, commitments, and contingencies that the federal 
government has pledged to support. If these items are factored in, the 
current dollar burden for every American rises to about $145,000 per 
person, or about $350,000 per full-time worker. 

Current financial reporting does not clearly and transparently show the 
wide range of responsibilities, programs, and activities that may either 
obligate tiie federal government to future spending or create an 
expectation for such spending. Thus, it provides an unrealistic and even 
misleading j)icture of federal government’s overall performance, 
financial condition, and future fiscal outlook. Few federal agencies 
adequately show the results they are getting with the taxpayer dollars they 
spend. In addition, too many significant federal government revenues — as 
well as commitments and obligations such as those associated with Social 
Security and Medicare — are not adequately and consistently disclosed in 
the federal government’s consolidated financial statements and budget, and 
current federal financial reporting standards do not require such 
disclosure. The Federal Accounting Standards Advisory Board recently 
completed a project on accounting and reporting of earmarked funds, 


federal government’s gross detH consists of debt held by the public and 
intragovemmental debt holdings 
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which include the Social Security and Medicare trust funds, and has a 
project underway to consider recognition, measurement, and display of 
social insurance obligations. 

Figure 1 shows some selected fiscal exposures. The spectrum of these 
exposures ranges from e^^liclt liabilities shown on the consolidated 
financial statements to implicit promises embedded in current policy or 
public e:q>ectations.® These litdiilities, commitments, and promises have 
created a fiscal Imbalance that will put unprecedented strains on the 
nation’s fiiture spending and tax policies. Although economic growth can 
help, the projected fiscal gap is now so large that the federal government 
will not be able to simply grow its way out of the problem. Tough choices 
by the President and the Congress are inevitable. 



Figure 1; Selected Rscai Exposures; Sources and Examples' 

Typ« 

Example (dollars in billions) 

Exphcri liabdities 

Publicly held debt ($4,297) 

Military and civ*an pension and posireiiremenl heaufi fS3,059) 

Veterans benefits payaUe ($925) 

Environmental and disposal liabilities ($249) 

Loan guarantees ($43) 

Explicit financial 
commitments 

Undelivered orders ($595) 

Long-term leases ($39) 

financial 

cotiimsenetes 

Unac^udicated claims ($4) 

Pension Benefit Guaranty Corporafon ($96) 

Other national Insurance programs (St j 

Government corporations e.g.. Qinnie Mae 

Exposures implied 
by current policies 
or the public's . 
expectations 
about (he >oie 
of government 

Debt held by government accounts ($3 07i i° 

Future Social Security benefit payments (S3 699)® 

Future Medicare Part A benefit payments ($8,236)® 

Future Medicare Part 8 benefit payments (St 1 .4(5)® 

Future Medicare Part 0 benefit paymenls (S6, 1 19)® 

Lite-cyde cost mciudirtg deterred and future maintenance and operating costs 
(amount unknown) 

Government Sponsored Enterprises a.g., Fannie Mae end Freddie Mac 


Souica: 6*0 anaivasof dais (rom cna o«pacim«nt oi ina Traa$u<v. ''x Ofic* s' CNe< Acluary, Social Sacuniy AdminsKstion. 
and the OHica ol irw Aciuaiy. Ceni«ra io> Me«esra and MM<B>d Sarvices. 


*Alt figures are for end of fiscal year 2004, except Social Security and Medicare estimates, whicf) are 
as of January 1 . 2004. 


“While the selected fiscal exposures list provides some perspective on the range and 
m^nitude of exposures facing the federal government, it is neither meant to be 
comprehensive nor to represent a universally agreed-upon list. A broader discussion of 
fiscad exposures can be found in GAO, Fisc^ Exposwes: Improving the Budgetary Focus 
on Long-Term Costs and Uncertainties, GAO-03-213 (Washington, D.C.; Jan. 24, 2003). 
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amount includes $845 Mlion held by military and civilian pension and postreiirement health 
luRds that would offset the elicit Habiitties reported by those funds. 

figures for Soda! Security and Metffcare are nel of debt held by the trust funds ($1 .531 billion for 
Soctal Securtty, $256 bilion tor Merffcare Part A. and SS4 billion for Medicare Part 6) and represent net 
present value estimates over a 75-year period. Over an infinite horizon, the estimate for Social 
Security wmild be $10.4 tiMon, $21 .8 trUon for Medicare Part A, $23.2 trillion for Medicare Part B, and 
$16.5 triitlon for Metffcare D. 

GAO’s fiscal poliQT saraulations illustrate that the fiscal policies in place 
today — absent substantive entitlement reform or unprecedented changes 
in tax and/or spending policies— will result in large, escalating, and 
persistent deficits that are economically unsustainable over the long term. 
Assuming that discretionary ending grows with inflation and all existing 
tax cuts are allowed to expire when scheduled under current law, spending 
for Social Security and health care programs would grow to consume over 
three-quarters of federal revenue by 2040. Moreover, if all expiring tax 
provisions are extended and discretionary spending keeps pace with the 
economy, by 2040 total federal revenues may be adequate to pay little more 
than interest on the federal debt. Without reform, known demographic 
trends, rising health care costs, and projected growth in federal spending 
for Social Security, Medicare, and Medicaid will result in massive fiscal 
pressures that, if not effectively addressed, could cripple the economy, 
threaten our national security, and adversely affect the quality of life of 
Americans in the future. 
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Figure 2: Composition of Spending as a Share of GDP Assuming Discretionary 
Spending Grows with GDP after 2005 and Ali Expiring Tax Provisions Are Extended 
Percent ot GDP 

so 



Fisccri year 

I I All Other spending 

I I MiKjicare and Me<*cak> 

IZD Soda) Security 
Net mteresi 

Source GAO'S January 2005 arwiysis. 

Notes: Although expiring tax provisions are extended, revenue as a share of GDP Increases through 
^tS due 10 ( 1 ) real bracket creep, (2) more taxpayers becoming subject to the alternative minimum 
tax, and (3) increased revenue from tax-deferred retirement accounts. After 201 5, revenue as a share 
of GOP Is held constant. 

The President and the Congress face the challenge of sorting out the many 
claims on the federal budget witiiout the budget enforcement mechanisms 
or fiscal benchmarks that guided the federal government through the years 
of deficit reduction into a brief period of federal surpluses. While a number 
of steps wUl be necessary to address this challenge, as outlined in my 
February 2, 2005, remarks at the Press Club, truth and transparency in 
federal government financial reporting and budgeting are essential 
elements of any attempt to address the nation’s long-term fiscal challenges, 
Further, Congress needs to have access to the long-term cost of selected 
spending and tax proposals before they enact related laws. The fiscal risks 
just mentioned can be managed only if they are properly accounted for and 
publicly disclosed, including the many existing commitments facing the 
federal government. In addition, new budget control mechanisms will be 
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required, aloi^ with effective approaches to successfully eng^e in a 
fundjunental review, reassessment, and reprioritization of the base of 
federal government programs and policies. In this regard, we should not 
assume that all defense and homeland security expenditures are both 
necessary and prudent Furthermore, the use of across-the-board 
adjustments to address the spending imbalance serves to avoid making the 
necessary difficult choices, is inequitable, and simply will not get the job 
done. 


Potential Impact of 
Restatements on 
Agencies’ Financial 
Statements 


An emer^g issue during fiscal year 2004 that merits concern and close 
scrutiny was the growing number of CFO Act agencies that restated certain 
of their financial statements for fiscal year 2003 to correct errors. As 
shown in appendix 11, at least 1 1 “ of the 23 CFO Act agencies fell into this 
category as compared with at least 5 CFO Act agencies that had 
restatements covering their fiscal year 2002 financial statements in fiscal 
year 2003. At least 3 CFO Act agencies had restatements in both years. For 
example, in fiscal year 2003, one agency misstated certain of its fiscal year 
2002 financial statements by about $1 billion. The following year, this same 
^ency restated certmn of its fiscal year 2003 financial statements by over 
$5 bUlion. Nonetheless, for both years, the agency received unqualified 
audit opinions on its financial statements. 

Nine of the 1 1 agencies having restatements for fiscal year 2003 had 
received unqualified opinions on their originally Issued fiscal year 2003 
financial statements. Seven of the nine auditors issued unqusJified 
opinions on the restated financial statements, which in substance replace 
the auditors’ opinions on their respective agencies' original fiscal year 2003 
financial statements. For two of these nine, the auditors not only withdrew 
their unqualified opinion on the fiscal year 2003 financial statements but 
also issued other than unqualified opinions'* on their respective agencies’ 


‘*The number of reported restatements in this testimony differs from our audit report dated 
December 6, 2004, because it includes one additional agency for which audit documentation 
was not made available to us in time to complete our planned audit procedures as of the 
date of our audit report. 

‘‘The auditors for the Department of JusUce withdrew the unqualified opinion that had been 
previously rendered on the department’s fiscal year 2003 financial statements and issued a 
disclaimer of opinion on these restated financial statements, and the auditors for the 
Nuclear Regulatory Commission withdrew the unqualified opinion on the commission’s 
fiscal year 2003 financial statements and Issued a qualified opinion on these restated 
financial statements. 


Page 9 


GAO-05-284T 




23 


restated fiscal year 2003 financial statements because they could not 
determine whether there were any additional misstatements and the effect 
that such could have on the restated fiscal year 2003 financial statements. 

The material internal control wealmesses discussed in this testimony 
increase the risk that additional misstatements may occur and not be 
identified on a timely basis by management or the auditors, resulting in 
further restatements. Frequent restatements to correct errors can 
undermine public trust and confidence in both the entity and all 
responsible parties. According to Statement of Federal Financial 
Accounting Standards (SFFAS) No. 21, Reporting Corrections of Errors 
and Changes in Accounting Principles, prior period financial statements 
presented should only be restated for corrections of errors that caused 
such statements to be materially misstated. Errors in financial statements 
result from mathematical mistakes, mistakes in the application of 
accounting principles, or oversight or misuse of facts that existed at the 
time the financial statements were prepared. The restatements to CFO Act 
agencies’ fiscal year 2003 financial statements ranged from correcting two 
line items on one agency’s balance sheet to numerous line items on several 
of another agency’s financial statements. The amounts of the agencies’ 
restatements ranged from several million dollars to over $91 billion. 

As part of our fiscal year 2004 audit, we reviewed certain federal agencies’ 
fiscal year 2003 Statement of Budgetary Resources (SBR)'® for consistency 
of (1) certain information reported in the SBR with related information 
reported in the agencies’ other financial statements and notes and (2) the 
ofTsetting receipts and net outlays reported in the SBR with published 
govemmentwide reports. We found significant inconsistencies in these 
areas, which we brought to the attention of these agencies and their 
auditors prior to completion of their fiscal year fiscal year 2004 audits. For 
example, we notified a federal agency that the net outlays reported in its 
fiscal year 2003 SBR were overstated by about $91 billion due to certain 
offsetting receipts diat were not reported in the SBR as offsets to outlays, 
as required by 0MB guidance. In fiscal year 2004, this j^ency’s fiscal year 
2003 SBR was restated, reducing its previously reported net outlays from 
$596 billion to $505 billion. At least four of the nine agencies that received 


'^e Statement of Budgetaiy Resources provtcles information about how the resources 
available to the agencies were obtained (appropriations, other receipts, etc.) and used 
(obligations incurred and status of unobligated resources), and also reports the agencies' 
net outlays. 
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unqualified opinions on their fiscal year 2003 financial statements restated 
certain of these financial statements in fiscal year 2004 to address some of 
the significant inconsistencies we identified in the SBR. 

The transparency of the restatements in the agency auditors’ reports and 
the agencies’ financial statements is also a concern of oxirs.‘® We believe 
that the auditor’s report should clearly inform the reader about the 
correction of a material misstatement. In our view, the reader of the 
financial statements and auditor’s report should be able to readily 
understand that the financial statements originally issued by management 
in the previous year and the opinion thereon should no longer be relied on 
and instead the restated financial statements and the related auditor’s 
opinion should be used. The reader should also be able to gain at least a 
basic understanding as to why the agency needed to restate its prior year 
financial statements and the impact of the restatement on the financid 
statements. 

In our preliminary review of the fiscal year 2003 restatements, several 
issues regarding the inadequate transparency in connection with the 
reporting on the restatements were readily apparent. First, two of the nine 
agency auditors that had issued unqualified opinions the previous year on 
their respective agencies’ originally issued fiscal year 2003 financial 
statements did not include a reference to management’s restatement 
footnote in their audit reports. Second, while our analysis of restatements 
is just underway, the information included in the auditors' reports along 
with the agency’s financial statements were in some instances not 
sufficient in our view for a reader of the financial statements to clearly 
understand the error that occurred and the effects it had on the financial 
statements. TTiird, while U.S. generally accepted accounting principles do 
not expressly require financial statements to be labeled as restated, 9 of the 
1 1 agencies having fiscal year 2003 restatements did so, which we support. 
However, 2 of the 1 1 did not label their prior year restated financial 
statements as restated, which we believe also demonstrates a lack of 
transparency. As 1 highlighted earlier, in keeping with full transparency and 
accountabili^, when restatements occur, all readers should be able to 
understand the ramifications of what happened and that the financial 
statements originally issued by management, along with the related 
auditor’s opinion, should no longer be relied on. Rirthermore, agencies 


’’U S- auditing standards require, in certiun circumstances, that auditors’ reports refer to or 
discuss restatements. 
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that have to restato their prior year financial statements for material errors 
should not refer to their prior year opinions as having been unqualified 
since, by definition, the restatement means they should not have received 
an unqualified opinion on their prior year’s statement(s). 

We plan to perform a more detailed review of the nature and causes of the 
restatements during our audit of the fiscal year 2005 consolidated financial 
statements, and later this year will report separately on the results of this 
work. 


Highlights of Major 
Issues Related to the 
U.S. Government’s 
Consolidated Rnancial 
Statements for Fiscal 
Years 2004 and 2003 


As I mentioned earlier, as has been the case for the previous 7 fiscal years, 
the federal government continues to have a significant number of material 
weaknesses related to financial systems, fundamental recordkeeping and 
financial reporting, and incomplete documentation. Several of these 
material weaknesses, which generally have existed for years, contributed 
to our disclaimer of opinion on the U.S. government's consolidated 
financial statements for the fiscal years ended September 30, 2004, and 
2003.*^ Appendix IV describes these material deficiencies in more detail 
and highlights their primary effects on the consolidated financial 
statements and on the management of federal government operations. 
There may also be additional issues that could affect the consolidated 
financial statements that have not been identified. The material 
deficiencies we identified were the federal government’s inability to 


• satisfactorily determine that property, plant, and equipment and 
inventories and related property, primarily held by the Department of 
Defense (DOD), were properly reported in the consolidated financial 
statements; 

• reasonably estimate or adequately support amounts reported for certain 
liabilities, such as environmental and disposal liabilities, or determine 
whether commitments and contingencies were complete and properly 
reported; 


’^We previously reported that material d^ciencles prevented us from expressing an opinion 
on the consolidated financial statements of the U-S. government for fisc^ years 1997 
through 2003. 
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• support significant portions of the total net cost of operations, most 
notably related to DOD, and adequately reconcde disbursement activity 
at certain agencies; 

• ensure that fire federal government’s consolidated financial statements 
were conastent with the underlying audited ^ency financial 
statements, balanced, and in conformi^ with GAAP; 

• adequate^ account for and reconcile intragovemmental activity and 
balances between federal agencies; and 

• resolve material differences that exist between the total net outlays 
reported in federal agencies’ SBRs and the records used by TVeasury to 
prepare the Statements of Changes in Cash Balance. 

In addition to these material deficiencies, we found four other material 
weaknesses in internal control as of September 30, 2004. These weaknesses 
are discussed in more detail in appendix V, including their primary effects 
on the consolidated financial statements and on the management of federal 
government operations. These material weaknesses were the federal 
government’s inability to 

• implement effective processes and procedures for properly estimating 
the cost of certain lending programs, related loan guarantee liabilities, 
and value of direct loans; 

• determine the extent to which improper payments exist; 

• identify and resolve information security control weaknesses and 
manage information security risks on an ongoing basis; and 

• effectively manage its tax collection activities. 


Continuing Systems 
Problems Hinder 
Accountability 


The ability to produce the data needed for efficient and effective 
management of day-to-day operations in the federal government and 
provide the necessary accountability to taxpayers and the Congress has 
been a long-standing challenge at most federal agencies. ’The results of the 
fiscal year 2004 assessments performed by agency inspectors general or 
their contract auditors under FFMEA show that these problems continue to 
affect financial management systems at most of the 23 CFO Act agencies. 
While the problems are much more severe at some agencies than at others, 
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the nature and severity of the problems indicate that overall, management 
at most CFO Act agencies Umks the complete range of information needed 
for accountability, performance reporting, and decision making. These 
problems include nonintegrated financial systems, lack of accurate and 
timely recording of data, inadequate reconciliation procedures, and 
noncompUance with accounting standards and the U.S. Government 
Standard General Ledger (SGL). 

The inabili^ of agencies to meet federal financial management systems 
requirements continues to be the m^or barrier to achieving compliance 
with FFMIA. Under FFMIA, CFX) Act agency auditors are required to report 
whether ^encies’ financial management systems substantially comply 
with (1) federal financial management systems requirements, (2) 
applicable federal accounting standards, and (3) the SGL at the transaction 
level as part of the agencies’ financial statement audits. These factors are 
critical for improving accountability over government operations and 
routinely producing sound cost and operating performance information, 

As shown in figure 3, instances of noncompliance with federal finmiciaJ 
management systems requirements were the compliance issue most 
frequently reported by auditors. These instances of noncorapliance 
involved not only core financial systems, but also administrative and 
programmatic systems. 


Page 14 


GAO-05-384T 



28 


Figure 3: Auditors' FFMIA Assessments for Fiscal Years 2000 through 2004 

CFO Act agencies not bt compUtnce 
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Source' li'Oeponaem auAiors' recKwts lor fiscal yesrs 2000 avough 2004 prepared By agency inspeclors general and 
COTitisci suditore. 


For fiscal year 2004, auditors for 16 of the 23 CFO Act agencies reported 
that the agencies’ financial management systems did not comply 
substantially with one or more of FFMIA’s three requirements. For 6 of the 
remaining 7 CFO Act agencies, auditors provided negative assurance, 
meaning that nothing came to their attention indicating that the agencies’ 
financial management systems did not substantially meet FFMIA 
requirements. The auditors for these 6 agencies did not definitively state 
whether the agencies’ systems substantially complied with FFMIA 
requirements, as is required under the statute. In contrast, auditors for the 
Department of Labor provided positive assurance by stating that, in their 
opinion, the department’s financial management systems substantially 
complied with the requirements of FFMIA, The Department of Homeland 
Security (DHS) was not subject to the requirements of the CFO Act in fiscal 
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year 2004*® and, consequently, was not required to comply with FFMIA. 
Accordingly, DBS’s auditors did not report on DBS’s compliance with 
FFMIA. However, the auditors identified and reported deficiencies that 
related to the aforementioned three requirements of FFMIA. With the 
recent pass^e of the Department of Homeland Security Financial 
Accountability Act,*® DBS has been designated as a CFO z^ency. With this 
designation, DIK is now required to implement and maintain financial 
management systems that comply with FFMIA, and its auditors will be 
required to report on the department’s financial management systems' 
compliance beginning with fiscal year 2005. 

In an effort to address problems such as nonintegrated systems, inadequate 
reconciliations, and lack of compliance with the SGL, a number of agencies 
have efforts underway to implement new finmicial management systems or 
to upgrade existing systems. Agencies expect that the new systems will 
provide reliable, useful, and timely data to support managerial decision 
making and assist taxpayer and congressional oversight. Whether in 
government or the private sector, implementing and upgrading systems is a 
difficult job and brings a degree of new risk. Organizations that follow and 
effectively implement accepted best practices in systems development and 
implementation (commonly referred to as disciplined processes) can 
manage and reduce these risks to acceptable levels. However, our work at 
DOD,*’ the Department of Health and Human Services (HHS),*® and the 
National Aeronautics and Space Administration*® has shown that these 
agencies, which ail have experienced significant problems in implementing 
new financial management systems, are not following the necessary 


’’For fiscal year 2004, DHS is required to prepare and have audited financial statements 
under the AccountabiiiQ' of TSix Dollars Act of 2002, Pub. L No. 107-289, llOStat 2049 (Nov, 
7. 2002). 

'*Pub. U No. 108-330, 1 18 Sut 1275, 1277 (Oct. 16, 2004). 

‘’GAO, DOD Business Systems Modernization: BiUions Continue to Be Invested with 
Inadequate Management Oversight and Accountability, GAO-04-615 (Washington, D.C.: 
May 27, 2004). 

'*G AO, Financial Management Systems: Ijock qf Disciplined Processes P^its 
Implementation o/HHS’ Financial System at Risk, GAO-04-1008 (Washington, D.C.: Sept. 
23, 2004). 

"’GAO, National Aeronautics and Space Administration: Significant Actions Needed to 
Address Ixmg-standing Financial Management Problems, GAO-04-754T (Washington, 
D.C.: May 19, 2004), 
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disciplined pn>cesses for efficient and effective development and 
implementation of such systems. Furffier, the Department of Veterans 
Affaire recently halted pilot implementation of its new core financial 
system, in which it had invested a reported $249 million. The problems 
cited by the Department of Veterans Affairs Office of Inspector General 
were simUar to those we noted at DOD, HHS, and the National Aeronautics 
and Space Administration. As the federal government moves forward with 
ambitious modemizaffon efforts to identify opportunities to eliminate 
redundant systems and enhance information reliability and availability, 
adherence to disciplined processes will be a crucial element to reduce risks 
to acceptable levels. Given the nature and magnitude of the problems 
facing federal agencies, we recognize that it will take time, investment, and 
sustained emphasis to successfully modernize agencies' imderlying 
financial management systems. 


Addressing Major 
Impediments to an 
Opinion on 

Consolidated Financial 
Statements 


For the past 8 fiscal years, the federal government has been required to 
prepare, and have its consolidated financial statements audited. 
Successfully meeting this requirement is closely linked to the requirements 
for the CFO Act agencies (and now all covered executive agencies) to also 
have audited financial statements. This has resulted in extensive 
cooperative efforts and considerable attention by agency chief financial 
officers, inspectors general, Treasury and 0MB officials, and GAO. With 
the benefit of the past 8 years’ experience in having the required financial 
statements subjected to audit, more intensified attention will be needed on 
the most serious obstacles to achieving an opinion on the U.S. 
government’s consolidated financial statements. There are three primary 
ongoing reasons why the consolidated financial statements remained 
unauditable for fiscal year 2004: (1) serious financial management 
problems at DOD, (2) the federal government’s ineffective process for 
preparing the consolidated financial statements, and (3) the federal 
government’s inability to adequately account for and reconcile 
intragovemmental activity and balances between federal agencies. 


Financial Management at Essential to achieving an opinion on the consolidated financial statements 
j)OD ^ resolution of the serious financial management problems at DOD, which 
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we have d^gnated as high risk^ since 1995. Overhauling DOD’s financial 
management operations represents a challenge that goes far beyond 
financial accounting to the very fiber of DOD’s range of business 
operations, managemmt information systems, and culture. DOD's financial 
management problems are pervasive, complex, long-standing, and deeply 
rooted in virtually all business operations throughout the department. To 
date, none of the military services or m^or DOD components has passed 
the test of an independent financial audit^’ because of pervasive 
weakness^ in financi^ management systems, operations, and controls. 
The seriousness of the weaknesses in DOD's business operations 
underscores the importance of no longer condoning the status quo at DOD. 
Althou^ the Secretary of Defense and several key agency officials have 
shown commitment to transformation, as evidenced by key initiatives such 
as the Business Management Modernization Program and the Financial 
Improvement Initiative, little tangible evidence of significant broad-based 
and sustainable improvements has been seen in DOD’s business operations 
to date. For example, the department’s former comptroller started the 
Financial Improvement Initiative with the goal of obtaining an unqualified 
opinion for fiscal year 2007 on DOD’s departmentwide financial statements; 
however, the initiative still lacks a clearly defined, well-documented, and 
realistic plan to make the stated goal a reality. In particular, the initiative 
lacks several of the key elements critical to success, including (1) a 
comprehensive, integrated plan; (2) results-oriented goals and performance 
measures; and (3) effective oversight and monitoring. For DOD to 
successfully transform its business operations, it wiD need a 
comprehensive and integrated business transformation plan; people with 
the skills, responsibility, and authority to implement the plan; an effective 
process and related tools, such as a business enterprise architecture;^^ and 
results-oriented performance measures that link mstitutional, unit, and 
individual personnel goals and expectations to promote accountability for 
results. 


*GAO identifies areas at high risk due to either their greater vulnerabilities to waste, fraud, 
abuse, and mismanagement or major challenges associated with their economy, eftSciency 
OT effectiveness. 

Although not ms^or DOD components, the Military Retirement Fund received an 
unqualUied <^inion on its fiscal year 2004 financial statements, and the DOD Medicare- 
Eligible Retiree Health Care Fund received a qualified opinion on its fiscal year 2004 
financial statements. 

“A busing enterprise architecture is a weU-defined blueprint for operational and 
technological change. 
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Preparing the Consolidated The federal government continued to have inadequate systems, controls, 
Financial Statements procedure to ensure that the consolidated financial statements are 

consistent with the underlying audited agency financial statements, 
balanced, and in conformily with GAAP. During fiscal year 2004, Treasury 
made progress in laying the foundation to address certain long-standing 
material deficiencies in preparing the consolidated financial statements. 
Forem(»t is the ongoing development of a new system, the 
Govemmentwide Financial Reporting System (GFRS), to collect agency 
financial statement information directly from federal agencies’ audited 
financial statements rather than using federal agencies’ SGL data as 
Treasury had done in previous years to compile the consolidated financial 
statements. The goal of the new system is to be able to directly link 
infonnation from federal agencies’ audited financial statements to amounts 
reported in the consolidated financial statements, a concept that we 
strongly support. For the fiscal year 2004 reporting process, TVeasury’s 
GFliS was able to c£q>ture certain agency financial information from 
agencies’ audited financial statements, which is an important first step. The 
autom^d system, though, was not yet at the stage of development that it 
could be used to compile the consolidated financial statements from the 
infonnation that was captured. 


Intragovemmental Activity Federal agencies are unable to adequately account for and reconcile 
and Balances intragovemmental activity and balances. 0MB and Treasury require the 

CFOs of 35 executive departments and agencies to reconcile, on a quarterly 
basis, selected intragovemmental activity and balances with their trading 
partners.^ In addition, these agencies are required to report to Treasury, 
the agency’s inspector general, and GAO on the extent and results of 
intragovernmental activity and balances reconciliation efforts as of the end 
of the fiscal year. 

A substantial number of the agencies did not fully perform the required 
reconciliations for fiscal years 2004 and 2003. For fiscal year 2004, based on 
trading partner information provided in GFRS, Treasury produced a 
“Material Difference Report” for each agency showing amounts for certain 
intragovemmental activity and balances that significantly differed from 
those of its corresponding trading partners. After analysis of the material 


“Trading partners are U-S. government agencies, departments, or other components 
included in the consolidated financial statements that do business with each other. 
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differences, a signific^uit number of CFOs cited differing accounting 
methodologies, accounting errors, and timing differences for their n^aterial 
differences with their trading partners. Many CFOs simply indicated that 
they were unable to explain the differences with their trading partners. For 
both fiscal years 2004 and 2003, amounts reported by federal agency 
trading partners for certain intragovemmental accounts were significantly 
out of ba^ce. As a result, the federal government's ability to determine the 
impact of these differences on the amounts reported in the consolidated 
financial statements is impaired. Resolving the intragovemmental 
transactions problem remains a difficult challenge and will require a 
commitment by federal £^encies and strong leadership and oversight by 
0MB. 


Closing Comments government is the largest, most complex and most diverse entity 

® on earth today. Its services and programs — homeland security, national 

defense. Social Security, health care, mail delivery, and food inspection, to 
name just a few — directly affect the well-being of almost every American. 
Our nation’s large and growing long-term fiscal imbalance, which is driven 
largely by known demographic trends and rising health care costs — 
coupled with new homeland security and defense commitments and the 
recent downward trend in revenue as a share of GDP— continues to 
sharpen the need to ftindamentally review and reexamine basic federal 
entitlements, as well as other mandatory and discretionary spending and 
tax policies. Clearly, tough choices will be required to address the resulting 
structural imbalance. 

Sound decisions on the current results and future direction of vital federal 
programs and policies are made more difficult without timely, reliable, and 
useful financial and perfoim^ce information. Proper accounting and 
financial reporting practices are essential in the public sector. Until the 
problems discussed in our audit report are adequately addressed, they will 
continue to present a number of adverse implications for the federal 
government and tiie taxpayers, which are outlined in our report. At the 
same time, the need for timely, reliable, and useful financial and 
performance information is greater than ever. 

There will need to be ongoing and sustained top management attention to 
business systems transformation at DOD to address what are some of the 
most difficult financial management challenges in the federal government. 
As noted in our recent high-risk report, we tdso believe that the 
implementation of a new Chief Management Officer position at DOD will 
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be needed in order for the department to succeed in its overall business 
transformation plan. Further, continued leadership from 0MB and 
TVeasury will be important to resolve the issues that have prevented us 
from expressing an opinion on the consolidated financial statements. 

In clt^ing, Mr. Chairman, I want to reiterate the value of sustained 
congressional interest in the^ issues, as demonstrated by your 
subcommittee’s hearings. It will also be key that the appropriations, 
budget, authorizing, and oversight committees hold agency top leadership 
accountable for resolving these problems and that they support 
improvement efforts. 


Contacts f'ot further information regarding this testimony, please contact Jeffrey C. 

Steinhoff, Managing Director, and Gary T. Engel, Director, Financial 
Management and Assurance, at (202) 512-2600. 


Page 21 


GAO-05-284T 



35 


Appendix I 

Fiscal Year 2004 Audit Results 


Selected Major Federal Departments and Agencies: Fiscal Year 2004 Audit Results, Principal Auditors, and Number of Other 
Audit Contractors 


23 CFO Act agencies 

Audit results 

Principal auditor 

Number of 
other audit contractors 

Agency for Internationa! Development 

Unqualified 

inspector General 

1 

Agriculture 

Unqualified 

Inspector General 

3 

Commerce 

Unqualified 

KPMGLLP 

0 

Defense 

Disciamer 

inspector General 

1 

Education 

Unqualified 

Ernst & Young IXP 

0 

Energy 

Unqualified 

KPMG LLP 

0 

Environmental Protection Agency 

Unqualified 

Inspector General 

0 

General Services Administration 

Unqualified 

PricewaterhouseCoopers LLP 

0 

Health and Human Services 

Unqualified 

Ernst & Young LLP 

3 

Housing and Urban Development 

Disclaimer 

inspector General 

1 

Interior 

Unquaiified 

KPMGLLP 

0 

Justice 

Disclaimer 

KPMG LLP 

2 

Labor 

Unqualified 

R. Navarro & Associates, Inc. 

2 

National Aeronautics and Space 
Administration 

Disclaimer 

Ernst & Young LLP 

0 

National Science Foundation 

Unqualified 

KPMG LLP 

0 

Nuclear Regulatory Commission 

Unqualified 

R. Navarro & Associates, inc. 

0 

Office of Personnel Management 

Unqualified 

KRyiG LLP 

0 

Small Business Administration 

Qualified* 

Cotton & Company LLP 

0 

Social Security Administration 

Unquaiified 

PricewaterhouseCoopers LLP 

2 

State 

Unquaiified 

Leonard Q. Birnbaum and 

Company, LLP 

4 

Transportation 

Unquaiified 

Inspector General 

2 

Treasury 

Unqualified 

KPMG LLP 

5" 

Veterans Affairs 

Unqualified 

Deloitte & Touche LLP 

0 

Other major agency 

Homeland Security 

Disclaimer 

KPMG LLP 

0 


SOVIC9. 6A0. 


The Small Business Administralion received qualified opinions on its fiscal year 2004 consolidated 
balance sheet and statements of net cost, changes In net position, and financing, and an unqualified 
opinion on its fiscal year 2004 combined statement of budgetary resources. 

‘’In addition. GAO audited the Internal Revenue Service's financial statements and the Schedules of 
Fed^t Debt Managed by the Bureau of the Public Debt. 
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Appendix 11 


Fiscal year 2004 and 2003 Agency Results 


Agencies 

Agencies auditors' 
rendered unqualified 
opinions 

Agencies restated 
previous year financial 
statements 

Agencies auditors' reported 
unqualified opinions with 
no material weaknesses 
or noncompilance 

2004 

2003 

2004 

»)03 

2004 2003 

Agency tor tnternaiional Development 

✓ 

✓ 




Agriculture 

✓ 

✓ 


✓ 


Commerce 


✓ 




Defense 



✓ 



Education 


✓ 




Energy 

✓ 

✓ 



✓ ^ 

Environmental Protection Agency 


✓ 




General Services Administration 

✓ 

✓ 




Health and Human Services 

✓ 

✓ 

✓ 

✓ 


Homeland Securiiv 

Housing and Urban OeveiopmenI 


✓ 




Interior 

✓ 

✓ 


✓ 


Justice 


a 




Labor 

✓ 

✓ 



✓ 

National Aeronautics and Space Administration 

National Science Foundation 

✓ 

✓ 

✓ 


V V 

Nuclear Regulatory Commission 

✓ 

b 

✓ 



Office of Personnel Management 



✓ 



Small Business Admhlatratlon 



✓ 



Social Security Administration 

✓ 

✓ 



V V 

State 

✓ 

✓ 

✓ 



Tfanspc^llon 

✓ 

✓ 


✓ 


Treasury 

✓ 



✓ 


Veterans Affairs 


✓ 




Total 

18 

18 

11 

S® 

4 3 




*The audilors lor the Departinenl ot Justice withdrew the unqualified opinion (hat had been previously 
rendered on the department's fiscal year 2003 financial statements and issued a disclaimer of opinion 
on these restated financial statements. 
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AppeiKiix n 

Fiscal year 2004 and 2003 Agency Sesnlts 


The 8udil(»^forlhe Nuclear Regulalory Commission withdrew the unqualified opinion that had been 
previously rendered on the conmission's fiscal year 2003 tinancia! statements and issued a qualified 
opinion mi these restated Aiancial statements. 

°20 of the agencies leted, tndwfirtg the 5 with restatements, had received unqualified opinions on their 
originally issued fiscal year 2002 financial statements. 
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Appendix III 

Outlook 2005 Conference The National Press 
Club February 2 , 2005 


Saving our Nation’s Future: An Intergovernmental Challenge 

Keynote Address By the Honorable David M. Walker Comptroller General 
of the United States 

Thank you for that kind introduction and for the opportunity to speak to 
you today. 

As a federal official speaking at this state and local conference, it is 
important to note at the outset that in today's world governments, 
institutions, and individuals are increasingly interconnected and 
interdependent. This trend is occurring both internationally and 
domestically and among different economic and social sectors. From a 
federal, state, and local government perspective, this interconnection and 
interdependence involves a range of issues, including tax policy, education, 
the environment, health care, homeland security, social welfare, and 
tranqjortation. 

I could talk about any number of intergovernmental challenges, but today I 
plan to brighten the lights and turn up the heat on an overarching problem 
that too many people seem content to put on the back burner. That 
problem is our nation’s worsening financial condition and long-range fiscal 
outlook. 

I’m sad to say that since I last spoke on this issue here at the National Press 
Club back in September of 2003, our nation's long-range fiscal imbalance 
has deteriorated significantly. Furthermore, as you all know, most state 
and local governments also have their own fiscal challenges smd are having 
to make increasingly difficult choices. 

We now confront three large and interrelated national deficits. The first is 
a large federal budget deficit. The second is a growing balance-of- 
payments deficit. And the third is an alarming personal savings deficit. 

Frankly, it’s easy to dismiss government deficits and debt as someone else’s 
problem. But in my view, every American has both a personal reason and a 
chic responsibility to become more informed and involved in the coming 
debate over our collective fiscal future. 

The American people need to realize that the fiscal choices being made in 
Washington today have profound consequences for the future of our 
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countiy, and our children. In a nutshell, these fiscal choices will directly 
affect our future national security, economic vitality, and quality of life. 

In the past, Am^cans have shrugged off warnings about the impending 
deficit and debt crises. Many Americans are too focused on today and 
aren’t thinking enou^ about tomorrow. As Walter Shapiro pointed out in a 
recent column in USA Today, low interest rates and modest inflation give 
many Americans a false sense of security. These false perceptions are 
reinforced by the government’s financial statements, which currently do 
not provide a full and fair view of our nation's current financial condition 
and long-term outlook. The simple truth is that our nation’s financial 
condition is mudi worse than advertised. In addition, due largely to the 
looming retirement of the baby boomers, surging health care costs, and 
relatively low federal revenues as a percentage of the economy, we now 
face decades of red ink. 

One aspect of government financial reporting in which I’m directly involved 
as Comptroller General of the United States is the audit of the federal 
government’s consolidated financial statements. Every year, the federal 
government is required to issue a comprehensive report on its finances and 
operations. My agency, the U.S. Government Accountability Office (GAO), 
has a statutory responsibiliQ^ to audit these financial statements. As the 
person who has to sign GAO’s audit report, and a CPA, I have an official as 
well a professional and personal interest tn ensuring that the federal 
government is accountable to the taxpayers. The federal government's 
fiscal 2004 report was issued in record time. Unfortunately, for the eighth 
year in a row, GAO was unable to vouch for the accuracy and completeness 
of the information in the financial statements. 

Recent accountability failures in the private sector underscore the 
importance of accurate and timely financial reporting. The scandals at 
Enron, WorldCom, and other corporations have led to restatements of 
financial statements and bankruptcies that have harmed countless 
shareholders, employees, pensioners, and other stakeholders, including 
entire communities. Here in Washington, the recently announced 
restatements at Fannie Mae and Freddie Mao hit uncomfortably close to 
home. We at GAO are committed to doing our best to ensure that such 
account^Uity failures are not repeated in the federal government. 

Beyond the financial statement numbers, what does the federal 
government’s annual report say about the results that are being achieved 
with the taxpayer dollars being spent? The answer is not much! It’s bad 
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enough that too few agwcies adequately show the results they are getting 
with the taxpayer dollars they spend, but policymakers also frequently do 
not focus on the-Iong-term impact of new spending and tax proposals 
before takii^ action on related legislation. Particularly troubling are the 
enormous commitments that we face in connection with Social Security, 
Medicare, Medicaid, and veteran's health care. Down the line, we could 
also be f^ing potential federal bailouts of several entities like the Pension 
Benefit Guaranty CJorporation. 

Over the years, our federal debates have gone from millions to 
billions to trillions. Unless you’re an economist, a statistician, an actuary, 
or a CPA, these numbers are mind-boggling. What's a million dollars? 
When it comes to the federal government, a million dollars is practically 
pocket change. Last year, the federal government experienced a deficit 
that averaged more than $1 billion each and every day. That is more than 
$750,000 a minute. 

If you’re honest about keeping score and include promised but unfunded 
Social Security and Medicare benefits along with explicit benefit and ofiter 
commitments, the federal government’s obligations, current liabilities and 
unfunded fiscal commitments are over $43 trillion and rising. In the last 
year alone, this amount has risen by more than $13 trillion, largely due to 
the new Medicare prescription drug benefit. Yes, that’s trillions with 12 
zeros rather than billions with 9 zeros. To put that number into 
perspective, even with the recent run up in housing prices, the estimated 
total net worth of every American, including Bill Gates and other 
billionaires, is only about $47 trillion. That means that every American 
would have to fork over more than 90 percent of their net worth to cover 
the government’s current promises. Stated differently, the current burden 
for every American works out to more than $145,000. The numbers are 
even worse for full-time workers, whose share now exceeds $360,000. That 
amount is growing every day and it isn’t even tax deductible! Keep in mind 
that the average family income in this country is around $42,000 a year. 

As bad as these numbers are, it’s the real-life consequences of unchecked 
deficits that are truly frightening. For example, if we continue as we have, 
higher interest rates are inevitable. It’s only a matter of when and how 
high. As government borrows more and more money to finance its debt, 
less money will be available for companies to invest to stay competitive in 
today’s global economy. Without meaningful changes, long-term economic 
growth will suffer, and along with it American jobs and purchasing power. 
And don’t forget that high budget deficits can lead to slower growth, higher 
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interest rates and higher inflation, which in many respects is the cruelest 
tax of all. 

By continuing to run huge budget deficits, America is partially ceding 
control over its own destiny to others. Why? Because America’s personal 
savings rate has reached historic lows. So guess who’s been financing 
much of our spending ^ree in recent years? The answer is foreign 
investors. Since 1993 the share of publicly held debt owned by 
international investors has more than doubled, from 19% to over 40%. Last 
year, foreign investors purchased nearly $399 billion in Treasury 
securities— just $13 biUion less than the size of the 2004 deficit! If these 
foreign investors lose confidence in U.S. securities as a safe haven and start 
to move their money elsewhere, our economy could take a serious and 
sudden hit. 'The recent decline in the value of the dollar may be a warning 
shot in this regard. 

Mounting deficits and debt will also eventually imperil many government 
programs and services that Americans have come to take for granted. The 
reality is that government functions like national defense, homeland 
security, education, transportation, and our judicial system fall under the 
category of “discretionary spending.” These programs are facing 
increasing budget pressures, and our ability to respond to new and 
emerging needs is also being construed. If we don’t get serious soon, 
many important programs at the state and local level vrill also feel the 
crunch. Right now, state and local governments play a key role in a range 
of important functions, such as educating our children, housing the poor, 
delivering health care, and building roads and bridges. But in the future, 
state and local governments may not be able to count on as much federal 
help. F\irthermore, states may also face additional unfunded federal 
mandates. 

In the past, particularly in the decades since World War II, America was the 
world’s engine of economic growth, We still are, but our long-term fiscal 
gap is so great today that there’s no way we’ll be able to grow our way out 
of the problem. Using plausible assumptions, closing our fiscal gap would 
require average real growth in double-digits for the next 76 years. By any 
measure, that’s unrealistic. In fact, even during the boom years of the 
1990s, the economy grew at an average annual real rate of only 3.2 percent. 

If we continue on our present path, we’ll see pressure for deep spending 
cuts or dramatic tax increases. GAO’s long-term budget simulations paint a 
chilling picture. If we do nothing, by 2040 we may have to cut federal 
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spending by more tlian half or raise federal taxes by more dian two and half 
times to balance the budget. Clearly, the status quo is both unsustainable 
and difficult choice are unavoidable. And the longer we wait, the more 
onerous our options will become and the less transition time we will have. 

So how do we start to turn things around? At the federal level, a crucial 
first step is to insist on truth and transparency in government operations, 
including federal financial reporting. The federal government must provide 
a fuller and fairer picture of existing budget deficits, the so-called “trust 
funds," and the growing financial burdens facing every American. 

On the budget side, the current 10-year cash-flow projections are an 
improvement over past practices. But given known demographic trends, 
even these projections fml to capture the long-term consequences of 
today’s spending and tax policy choices. In my view, elected 
repr^entatives should have more explicit information on the present value 
dollar costs of major spending and tmc bills — before they vote on them. 
This was not the case when Congress passed the Medicare prescription 
drug bill with its $8. 1 trillion price tag. The time has also come to reinstate 
budget controls, such as reasonable spending caps and responsible “pay- 
go” rules which would require any new spending increases or tax cuts to be 
paid for by equivalent tax increases and/or spending cuts. 

Further reforms to the subsUmce and timing of the current appropriations 
and authorization processes may also be needed. When considering these 
reforms, we should look to the states. In some ways, the states are way 
ahead of the federal government in dealing with fiscal imbalances. They 
have made hard choices in the past — partly driven by their state 
constitutions, partly by their inability to print money and partly by their 
sensitivity to their bond ratings! 

From a more strategic and results based perspective, we also need to 
develop a set of key national performance and outcome-based indicators to 
measure America’s position and progress on a range of economic, security, 
environmental, and social issues. Key indicators can help to inform 
strategic planning, enhance performance and accountability reporting, and 
improve key decision-making. Several countries, states, and localities have 
already adopted key indicator systems, but I’m sorry to say the United 
States still lacks such a system at the national level. This has meant that at 
times our policymakers have been flying blind, not unlike an airplane pilot 
at night without an instrument panel. Importantly, we are currently looking 
at how states use performance information to reprioritize their budgets in 
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tight fiscal times. We are also working with the National Academies and 
the OECD to he4> make key indicators become a reality in the U.S. and 
elsewhere. 

Think about it. Each year, the federal government spends more than $2 
trillion on a wide range of programs and operations, provides hundreds of 
billions of doHare in tax preferences, and issues thousands of pages of 
regulations. And it does aU this without having enough knowledge about 
whether federal policies, programs, and activities are making a real 
difference. Based on where we are headed, we need to engage in a base- 
line review of the entire federal government that encompasses three key 
dimensions. 

First, we need to undertake a top-to-bottom review of government 
programs, policies, functions, and activities to ensure their relevance for 
the 21 century. This includes both discretionary and mandatory spending. 
Today, many if not most government policies and programs are based on 
conditions that existed when Harry Truman or Dwight Eisenhower were 
President. We cannot afford to spend increasingly limited taxpayer dollars 
on government policies and programs that were designed to deal with the 
problems of the past or can’t show they’re that making a meaningful 
difference today. Congress and the President need to decide which 
programs and policies remain priorities, which should be overhauled, and 
which have outlived their usefulness. Importantly, increases in targeted 
earmark spending combined with across-the-board cuts are not substitutes 
for making tough and informed choices about the base of government. 
These trends can result in adding fat and protecting ineffective programs 
while cutting muscle from high-priority and high-performing programs. 

Second, we need to revisit existing tax policy and enforcement efforts. 
Every year, our government forgoes hundreds of billions of revenue 
because of existing tax preferences, significant uncollected back taxes, and 
tax evasion. In fact, in some years, the cost of tax preferences exceeds 
total discretionary spending. Our complex tax system distorts decisions to 
work, save, and invest — and that dampens economic growth. Complexity 
also creates opportunities for tax evasion through vehicles such as tax 
shelters. All of this raises questions about fairness with taxpayers 
wondering whether their friends, neighbors and business competitors are 
paying their fair share. Clearly, comprehensive tax reform is needed. 
Reform could also better position the United States to compete in today’s 
global economy — one that is increasingly knowledge-based and subject to 
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fast-paced technolt^cai change. It's important to recognize that the ripple 
effects of comprehensive tax reform will be felt at all levels of government. 

Third, entitlement reform is essential. We need to put Social Security and 
Medicare on a sound footing and make them solvent, sustainable, and 
secure for both current and future generations. Actually, the problems with 
Social Securi^ are not that difficult to solve. In fact, we now have a 
window of opportunity to exceed the expectations of all Americans — 
whether theyll be retiring 30 days or 30 years from now. I’d be happy to tell 
you more about how we can do this during the question and answer period. 

On the other hand, it seems clear that the biggest single domestic challenge 
is health care, of which Medicare and Medicaid are a big part. Mounting 
health care costs are a problem for governments, employers, and 
individuals. Despite repeated efforts to rein in health care spending, costs 
continue to climb. Between 1990 and 2000, U.S. health care pending rose 
from $696 billion to $1,3 trillion. Spending on health care is projected to 
more than double again by the end of this decade. Clearly, such growth is 
unsustainable, and it’s one of the main reasons why both the Medicare and 
Medicaid programs are on GAO’s hi^-risk list. It’s also one of the reasons 
that Medicaid costs represent the fastest growing and one of the largest 
budget items — second only to education— for states. 

The problems affecting Medicare and Medicmd will be much more difficult 
to solve than Social Security. More broadly, we need to reconsider how we 
defme, deliver, and finance health care in this country— both in the public 
and the private sectors. We need to weigh unlimited individual wants 
against specific societal needs and decide how responsibility for health 
care should be divided among employers, individuals, and governments. 

Despite the huge amounts of money we're spending on medical care, broad 
access to basic coverage remains an elusive goal. The rising cost of 
government health care programs increases budget pressures at both the 
federal and state levels. Rising health care costs are also discouraging 
additional pension coverage, constraining wage increases, and reducing the 
tax base because an increasing percentage of employee compensation is 
coming in the form of nontaxable benefits like health insurance. Some 
reports suggest that rising health care premiums are also causing 
companies to move jobs offshore, cut overall employment levels, and hire 
part-time rather than full-time workers. 
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As you may have heaitl about in news stories, GAO recently released its 
new high-risk report, which deals primarily with the here and now. GAO’s 
high-risk report lists current government programs and functions that need 
special focus and immediate attention. In addition, yesterday we issued a 
report on the results of a GAO forum on our long-range fiscal challenges. 

In the next couple of weeks, GAO will be issuing its 21*' Century Challenges 
Report, which will discuss where we are and where we’re headed as a 
nation. This report will include a number of illustrative questions that 
policymakers should consider in examining the base of government. 
Frankly, it’s going to take many years to get us back on a prudent and 
sustainable long-term fisc^ track but the time to start is now. 

There’s clearly a real payoff for prompt action. By acting now, both 
America and Americans can minimize the need for drastic measures and 
give all of us more time to adjust to any changes. By acting now, we can 
help to ensure that the miracle of compounding eventually works for us 
rather than against us — as it is today. By acting now, we can also avoid a 
dangerous upward spiral of deficits and debt that will ultimately harm 
America and every American famUy. By acting now, we can enhance our 
credibility with investors and improve public confidence in the 
government’s ability to deal with large, complex and controversial fiscal 
issues before a crisis is upon us. Finally, by acting now, we can reduce the 
burdens that will otherwise be imposed on our children and grandchildren 
and give them more freedom of choice over what role they would like for 
government to play in the future. 

As a member of the Sons of the American Revolution, I sometimes wonder 
what the Founding Fathers would think if they came back today. George 
Washington, Thomas Jefferson, Benjamin Franklin, Alexander Hamilton, 
and the other founders can seem larger than life, but most of them earned a 
living as farmers and businessmen. They understood first hand both the 
value of thrift and the perils of personal and public debt. Theirs was, after 
all, a world with debtors’ prisons. With good reason, Ben Franklin said, “He 
who goes a borrowing goes a sorrowing." 

At the same time, our first Secretary of the Treasury, Alexander Hamilton, 
was a realist who recognized that adding debt in times of war or economic 
recession may be a temporary necessity. It seems clear, however, that our 
Founding Fathers did not believe that adding debt in the normal course of 
events was either prudent or appropriate. 
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No less than the f^er of our country, George Washington feit that the 
most important personal value was courage the most important 
institutional value was fiscal responsibility. His views are particularly 
timely at this point in our nation’s history. 

Somehow, in tiie last 200 years we seem to have forgotten the sound advice 
from Washington, Hamilton and Franklin. If the Founding Fathers were to 
reUim today, I have no doubt they’d be justifiably proud of many things our 
nation has accomplished, as we are. But I suspect many of them would be 
shocked and saddened by our willingness to forgo fiscd discipline and pile 
on both personal and public debt It’s likely that our Founding Fathers 
would see our mounting debt as a violation of our stewardship 
responsibility to future generations of Americans. 

This fe at the heart of my message. For the debate about our fiscal future is, 
ultimately, not about numbers but about values. The debate we are really 
having is about the kind of world we’re prepared to pass on to our children 
and grandchildren. The time has come for responsible public officials to 
heed George Washington’s words by demonstrating more individual 
course and recommitting to institutional fiscal responsibility. 

It’s very important to emphasize here that the nation’s fiscal imbalance is 
not a partisan issue. There me many players we could blame for our 
current financial situation. After all, it’s been many years in the making. 
The point Is that while we can’t change the past, we can and must do 
something about our future. 

Overcoming our fiscal challenges will take the combined efforts of both 
sides of the aisle in Washington and in every state capital. Right now, what 
we need are leaders who will acknowledge that we have a problem and are 
willing do something about it. In this regard, actions speak louder than 
words. 

In my judgment, the worst thing that could happen is to continue on our 
present path and do nothing. Because once a crisis is upon us, we face 
terrible choices. And while it’s true that other nations also have long-range 
fiscal challenges, who wants to be the best looking horse in the glue 
factory? 

Although my message is sobering and I want you to take our situation 
seriously, I don’t want you to go away thinking that things are hopeless or 
that I am pessimistic. That’s far from true and those who know me will 
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att^ to the feet that I am a results oriented optimistic by nature. After all, 
America has overcome much more serious challenges in the past. 
Furthermore, in America, anything is possible with leadership, vision, 
comniilroent, and persistence. But we need to get serious and we need to 
act soon. Keep in mind, the passengers on the Titanic had a smooth ride 
and a great time until the very moment the ship hit the iceberg. 

Today, every American needs to be part of the solution. In my view, our 
best hope for change is for people who live on Main Street to recognize the 
magnitude of our challenge and appreciate the risks posed by these deficits 
to them, their children and their grandchildren. 

If the folks who live on Main Street remain silent, significant and 
sustainable change is unlikely. After all, why should any elected official 
stick his or her neck out on a complex and controversial issue if no one 
cares? Younger Americans especially need to become active in this 
discu^ion because they and their children will bear the heaviest burden if 
today’s leaders fail to act. 

State and local governments need to play a strong role in our fiscal 
challenge debate, because in the end, every government entity and public 
servant, myself included, is in the same boat. After all, bad news eventually 
flows down hill. This means we’ve got to start paddling together, or we'U 
surely sink separately. 

My hope is that when you leave here today, you will spread the word among 
your friends and colleagues at the state and local level We have to start 
doing something about America’s triple deficits. Everyone from governors 
and mayors to rank-and-fiJe state and local employees have a stake in this 
cause, and they need to become more informed and involved in demanding 
change and suggesting constructive and realistic solutions. 

In closing, one of my favorite Presidents is Theodore Roosevelt As a 
person of strong character who was trustbuster, environmentalist, 
internationalist and a winner of both the Medal of Honor and the Nobel 
Peace Prize, he showed that if you put your mind to something, anything is 
possible. TR smd, “Fighting for the right [cause] is the noblest sport the 
world affords.” When it comes to our current fiscal challenges, I hope 
you’ll join me in working together as modern-day patriots to insist on the 
facts, speak the truth, and help save our nation’s feture. 


Page 34 


GAO-05-284T 



48 


Appendix III 

Outlook 2005 Conference l^e National Press 
Club Pcbroaiy 2, ^>05 


Thank you for your tirae and attention. I'd be happy to answer any 
questions that you may have. 
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The federal govemment did not maintain adequate systems or have 
sufficient, reliable evidence to support information reported in the 
consolidated fmancial statements, as described below. These material 
deficiencies contributed to our disclaimer of opinion on the federal 
government’s consolidated financial statements and also constitute 
material weaknesses in internal control. 


Property, Plant, and 
Equipment and 
Inventories and 
Related Property 


The federal government could not satisfactorily determine that property, 
plant, and equipment (PP&E) and inventories and related property were 
properly reported in the consolidated financial statements. Most of the 
PP&E and inventories and related property are the responsibility of the 
Department of Defense (DOD). As in past years, DOD did not m^tain 
adequate systems or have sufficient records to provide reliable information 
on these assets. Other agencies, most notably the National Aeronautics and 
Space Administration, reported continued weaknesses in internal control 
procedures and processes related to PP&E. 

Without reliable asset information, the federal govemment does not fully 
know the assets it owns and their location and condition and cannot 
effectively (1) safeguard assets from physical deterioration, theft, or loss; 
(2) account for acquisitions and disposals of such assets; (3) ensure that 
the assets are available for use when needed; (4) prevent unnecessary 
storage and maintenance costs or purchase of assets already on hand; and 
(5) determine the ftill costs of programs that use these assets. 


Liabilities and 
Commitments and 
Contingencies 


The federal govemment could not reasonably estimate or adequately 
support amounts reported for certain liabilities. For example, DOD was not 
able to estimate with assurance key components of its environmental and 
disposal Utilities. In addition, DOD could not support a significant amount 
of its estimated military postretirement health benefits Utilities included 
in federal employee and veteran benefits payable. These unsupported 
amounts related to the cost of direct health care provided by DOD- 
managed military treatment facilities. Further, the federal govemment 
could not determine whether commitments and contingencies, including 
those related to treaties and other international agreements entered into to 
further the U.S. government's interests, were complete and properly 
reported. 
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Problems in accounting for liabilities affect the determination of the full 
cost of the federal government's current operations and the extent of its 
liabilities. Also, improperly stated environmental and disposal liabilities 
and weak internal control supporting the process for their estimation affect 
the federal government’s ability to determine priorities for cleanup and 
disposal «:tivilies and to appropriately consider future budgetary 
resources needed to cany out these activities. In addition, when 
disclosures of commitments and contingencies are incomplete or 
incorrect, reliable information is not avaUable about the extent of the 
federal government’s obligations. 


Cost of Government 
Operations and 
Disbursement Activity 


The previously discussed material deficiencies in reporting assets and 
liabilities, material deficiencies in financial statement preparation, as 
discu^d below, and the lack of adequate disbursement reconciliations at 
certain federal agencies affect reported net costs. As a result, the federal 
govemn^ent was unable to support significant portions of the total net cost 
of operations, most notably related to DOD. 


With respect to disbursements, DOD and certain other federal agencies 
reported continued weaknesses in reconcUing disbursement activity. For 
fiscal years 2004 and 2003, there was unreconciled disbursement activity, 
including unreconciled differences between federal agencies’ and the 
Department of the TYeasury’s (TVeasury) records of disbursements and 
unsupported federal agency a4}ustments, totaling billions of dollars, which 
could also affect the balance sheet. 


Unreliable cost information affects the federal government’s ability to 
control and reduce costs, assess performance, evaluate programs, and set 
fees to recover costs where required. Improperly recorded disbursements 
could result in misstatements in the financial statements and in certain data 
provided by federal agencies for inclusion in the President’s budget 
concerning obbgations and outlays. 


PrGDaration of During fiscal year 2004, Treasury made progress in laying the foundation to 

P Ti rtV H t H * ] ^iddress certain long-standing material deficiencies in preparing the 

OOIlSOlludtcU r inEIiCiai consolidated financial statements. Foremost is the ongoing development of 
StS-tCrncnte a new system, the Govemmentwide Financial Reporting System (GFRS), to 

collect agency financial statement information directly from federal 
agencies’ audited financial statements rather than using federal agencies’ 
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Standard General Ledger data as Treasury had done in previous years to 
compile the consolidated financial statement. The goal of the new system 
is to be able to directly link information from federal agencies’ audited 
financial statements to amounts reported in the consolidated financial 
statements, a concept that we strongly support. Once Treasury is able to 
achieve thte, it would eliminate a m^or impediment to our being able to 
audit the consolidated financial statements. 

For the fiscal year 2004 reporting process, Treasury’s GFRS was able to 
capture certain s^ency Qnanci^ information from agencies’ audited 
financial statements, which is an important first step. The automated 
system, though, was not yet at the stage of development that it could be 
used to compile the consolidated financial statements from the information 
that was c^tured. Therefore, for fiscal year 2004, TVeasury had to rely 
primarily on Excel spreadsheets and extensive manu^ procedures to 
prepare the consolidated financial statements. As discussed in our scope 
limitation section of our audit report, the federal government could not 
produce the fiscal year 2004 consolidated financial statements in time for 
us to complete all of our planned auditing procedures. In addition, for fiscal 
year 2004, the federal government continued to have inadequate systems, 
controls, and procedures to ensure that the consolidated financial 
statements are consistent with the underlying audited agency financial 
statements, balanced, and in conformity with U.S. generally accepted 
accounting principles (GAAP). Specifically, during our fiscal year 2004 
audit, we found the following* 

• Treasury’s process for compiling the consolidated financial statements 
did not ensure that the information in these statements was fully 
consistent with the underlying information in feder^ agencies’ audited 
financial statements and other financial data. 

• Treasury’s ability to timely prepare a complete set of consolidated 
fm^cial statements was greatly impaired because in some cases the 
financial information provided by federal agencies to lYeasuiy did not 
agree to the agencies’ audited financial statements, causing Treasuiy to 


‘Most, of the issues we identified in fiscal year 2004 existed in fiscal year 2003, and some 
have existed for a number of years. In September 2004, we reported in s^reater detail on the 
issues we identified, in GAO, Financial Audit: Process for fivpaniig the Consolidated 
Financial Statements (if the U.S. Oovemment Needs Further Improvetnenl, GAO-04-866 
(Washington, D.C.: Sept, 10, M04). This report includes about 140 recommendations to the 
federal government. 
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have to resort to taM-minute, alternative methods to gather the needed 
infonnation. Th^e problems were compounded by Treasury’s reliance 
on internal controls that were dependent on procedures that would 
attempt to identify any errors after they were made by an agency 
(detective controls) rather than implementation of internal controls that 
may have prevented or minimized the errors from occurring (preventive 
controls). 

• Other internal control weaknesses existed in Treasury’s process for 
preparing the consolidated financial statements, involving a lack of (1) 
segregation of duties, (2) appropriate documentation of certain policies 
and procedures for preparing the consolidated financial statements, (3) 
adequate support for acUusdnents made to the consolidated financial 
statements, and (4) required management reviews. 

• Information system weaknesses existed within the segments of GFRS 
that were used during the fiscal year 2004 reporting process. We found 
that inappropriate access to GPRS was granted to certain Treasury 
personnel and that the GFRS database was not configured to prevent 
the alteration of data submitted by federal agencies and was used for 
both production and testing during the fiscal year 2004 reporting 
process. 

• Treasury did not have the infrastructure to address the magnitude of the 
fiscal year 2004 financial reporting challenges it was faced with, such as 
an incomplete financial reporting system, compressed time frames for 
compiling the financial information, and inaccurate and incomplete 
information provided by certain federal agencies. We found that 
personnel at TVeasury’s Financial Management Service had excessive 
workloads that required an extraordinary amount of effort and 
dedication to compile the consolidated financial statements; however, 
there were not enough personnel with specialized financial reporting 
experience to ensure accurate and reliable financial reporting by the 
accelerated reporting date. Nevertheless, a foundation for the ftiture 
was put into place and a number of lessons were learned, 

• To make the fiscal years 2004 and 2003 consolidated financial 
statements balance, TVeasury recorded a net $3.4 billion increase and a 
net $24.5 billion decrease, respectively, to net operating cost on the 
Statements of Operations and Changes in Net Position, which it labeled 
“Unreconciled IVansactions Affecting the Change in Net Position.”^ An 
additional net $1.2 bilbon and $11.3 bUlion of unreconciled transactions 
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were recorded in the Statement of Net Cost for fiscal years 2004 and 
2003, re^fieclively. TVeasury is unable to fully identify and quantify all 
components of these unreconciled activities. 

• IVeasuiy eliminated many intragovemmental activity and balances 
through ^counting entries for fiscal year 2004 rather than “dropping” or 
“offsetting” the amounts as it has done in the past, which is a positive 
step. However, as discussed below, amounts reported for federal agency 
trading parlners*for certain intragovemmental accounts were 
significantly out of balance, resulting in the need for unsupported 
intrt^ovemmental elimination entries in order to force the Statement of 
Operations and Changes in Net Position into balance. Treasury’s ability 
to eliminate certain intragovemmental activity and balances continues 
to be impaired by the federal agencies' problems in handling their 
intragovemmental transactions, which are noted below. In addition, 
significant differences in other intragovemmental accounts, primarily 
related to appropriations, have not been reconciled and still remain 
unresolved. Therefore, the federal government continues to be unable to 
determine the impact of unreconciled intragovemmental activity and 
balances to the consolidated financial statements. 

• The federal government did not have an adequate process to identify 
and report items needed to reconcile the operating results, which for 
fiscal year 2004 showed a net operating cost of $615.6 billion, to the 
budget results, which for the same period showed a unified budget 
deficit of $4 12.3 billion. In addition, a net $23.2 billion “net amount of all 
other differences” was needed to force this statement into balance. 

• The consolidated financial statements include certain financial 
inform^on for the executive, legislative, and judicial branches, to the 
extent that federal agencies witliin those branches have provided 
TYeasury such information. However, there are undetermined amounts 
of assets, liabilities, costs, and revenues that are not included, tmd the 
federal government did not provide evidence or disclose in the 


^Although Treasury was unable to determine how much of the unreconciled transactions, if 
any, relate to operations, it reported unreconciled transactions as a component of net 
operating cost in the consolidated financial statements. 

*TYading partners are U.S. government agencies, departments, or other components 
inchided in the consolidated financia! statements that do business with each other. 
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consoIid^»d financial statements that such excluded financial 
infonnation was immaterial. 

• TVeasxny did not have an adequate process to ensure that the financial 
statements, related notes. Stewardship Information, and Supplemental 
Information are presented in conformity with GAAP. For example, we 
found tiiat certain financial information required by GAAP was not 
disclosed in the consolidated financial statements. Treasury did not 
provide us with documentafion of its rationale for excluding this 
information. As a result of this and certain of the material deficiencies 
noted above, we were unable to determine if the missing information 
was material to the consolidated financial statements. In an effort to 
begin addressing this issue, we found that Treasury collected certain 
additional financial infonnation required by GAAP in its new process for 
fiscal year 2004. However, due to the compressed time frames to 
compile the consolidated finmicial statements and because GFRS is still 
being developed, TVeasury plans to analyze this information in fiscal 
year 2005 and determine how or whether to disclose this infonnation in 
future years’ consolidated financial statements. 


Accounting for and 
Reconciliation of 
Intragovemmental 
Activity and Balances 


Federal agencies are unable to adequately account for and reconcile 
intragovemmental activity and balances. The Office of Management and 
Budget (0MB) and Treasury require the chief financial officers (CFO) of 35 
executive departments and agencies to reconcile, on a quarterly basis, 
selected intragovemmental activi^ and balances with their trading 
partners. In addition, these agencies are required to report to Treasury, the 
agency’s inspector general, and GAO on the extent and results of 
intragovemmental activity and balances reconciliation efforts as of the end 
of the fiscal year. 


A substantial number of the agencies did not fully perfonn the required 
reconciliations for fiscal years 2004 and 2003. For fiscal year 2004, based on 
trading partner information provided in GFRS, Treasury produced a 
“Material Difference Report” for each agency showing amounts for certain 
intragovemmental activity and balances that significantly differed from 
those of its corresponding trading partners. After analysis of the material 
differences, a significant number of CFOs cited differing accounting 
methodologies, accounting errors, and timing differences for their material 
differences with their trading partners. Many CFOs simply indicated that 
they were unable to explain the differences with their trading partners. For 
both fiscal years 2004 and 2003, amounts reported by federal agency 
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trading partners for certain intragovemmental accounts were significantly 
out of balance. As ar^ult, the federal government’s ability to determine the 
impact of these differences on the amounts reported in the consolidated 
financial statements is impaired. Resolving the intragovemmental 
transactions problem remains a difficult challenge and will require a 
commitment by federal agencies and strong leadership and oversight by 
OMB. 


Net Outlays — A 
Component of the 
Budget Deficit 


OMB Bulletin No. 01-09, Farm and Content of Agency Financiai. 
Statements, states that outlays in federal agencies' Statement of Budgetary 
Resources (SBR) should ^ree with the net outlays reported in the budget 
of the U.S. government In addition, Statement of Federal Financial 
Accounting Standards No. 7, Accounting for Revenue and Other 
Financing Sources and Concepts for Reconciling Budgetary and 
Financial Accounting, requires explanation of any material differences 
between the information required to be disclosed (including net outlays) in 
the financial statements and the amounts described as “actual" in the 
budget of the U.S. government. 

The federal government reported in the Statement of Changes in Cash 
Balance from Unified Budget and Other Activities (Statement of Changes in 
Cash Balance) a budget deficit for fiscal year 2004 of $412.3 billion. The 
budget deficit is calculated by subtracting actual budget outlays from 
actual budget receipts.* In previous years, the Statement of Changes in 
Cash Balance reported actual budget outlays and actual budget receipts; 
however, for fiscal year 2004, the federal government chose not to disclose 
budget outlays and budget receipts in this financial statement and only 
included the budget deficit. As we reported for fiscal year 2003, we found 
$140 billion in differences between the total net outlays reported in 
selected federal agencies’ audited SBRs and Treasury’s central accounting 
records, which it uses to prepare the Statement of Changes in Cash 
Balance. Treasury again chose for fiscal year 2004 to use its central 
accounting records to prepare the Statement of Changes in Cash Balance 
without a process for identifying and resolving the differences between its 


'Kec€ipts and net outlays (unified budget amounts) are also reported in govemmentwide 
repoits-specifically, in the President’s Budget (annually); Treasury’s Pinal Monthly Treasury 
Statement, as part of leading economic indicators on federal finances (quarterly); and 
TVeasury’s Annual Combined Statement of Receipts, Outlays, and Balances of the United 
States Government 
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central accounting records and net outlay amounts reported in the 
agencies’ audited SBRs. For fiscal year 2004, while TVeasiuy no longer 
disclosed this information in the Statement of Changes in Cash Balance, we 
again found material differences between the total net outlays reported in 
certain federal e^encies’ audited SBRs and the records Treasury used to 
prepare the Statement of Changes in Cash Balance totaling about $69 
billion. In addition, we also noted reported internal control weaknesses 
regarding certain agencies’ SBRs. 

OMB’s efforts in working with the agencies resulted in some notable 
improvements in reducing the approximately $140 billion of differences 
that we reported in fiscal year 2003 between the total net outlays reported 
in the federal agencies’ SBRs and the Statement of Changes in Cash 
Balance. As we reported, two agencies, TVeasury and HHS, accounted for 
about 83 percent of these differences. We found that the mjyor cause of the 
differences for the two agencies for fiscal year 2003 was the treatment of 
offsetting receipts.® Some offsetting receipts for these two agencies had not 
been included in the agencies’ SBRs, which would have reduced the 
agencies’ net outlays and made the amounts more consistent with 
'Treasury’s records used to prepare the Statement of Changes in Cash 
Balance. In fiscal year 2004, a m^or component of HHS restated its fiscal 
year 2003 net outlays in its SBR, and 'Treasury obtained a waiver from 0MB 
exempting it from reporting certain offsetting receipts in its SBR totaling 
about $16.9 billion until further research is performed. However, about $75 
billion of differences we found for fiscal year 2003 still remained 
unreconciled as of September 30, 2004. 

Until the material differences between the total net outlays reported in the 
federal ^encies’ SBRs and the records used to prepare the Statement of 
Changes in Cash Balance are timely reconciled, the effect of these 
differences on the U.S. government’s consolidated financial statements will 
be unknown. 


'Offsetting receipts are coUections that are credited to general fund, special fund, or trust 
fund receipt accounts and that offset gross outlays at the agency or govemmentwide level. 
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Appendix V 

Other Material Weaknesses 


The federal government did not maintain effective internal control over 
financial reporting (including safeguarding assets) and compliance with 
laws and regulations as of September 30, 2004. In addition to the material 
deficiencies discussed in appendix IV, we found the following four other 
material weaknesses in internal control. 


Loans Receivable and 
Loan Guarantee 
Liabilities 


Federal ^encies continue to have material weaknesses and reportable 
conditions related to their lending activities. In fiscal year 2004, significant 
deficiencies in the process^ and procedures used to estimate the costs of 
certain lending programs and value of loans receivable increased. While the 
Small Business Administration (SBA) made noteworthy progress to 
improve its cost estimation processes, additional improvements are stOl 
needed at SBA to fully resolve the deficiencies in the area so that 
reasonable estimates can be produced and audited in a timely manner. 
Further, this year at the Department of Housing and Urban Development 
(HUD), a new material weakness was reported. HUD lacked adequate 
management reviews of underlying data and cost estimation methodologies 
that resulted in material errors being undetected, and significant 
acyustments were needed. These material weaknesses at SBA and HUD, 
plus deficiencies at the Department of Agriculture and the Department of 
Education relating to ttie processes and procedures for estimating credit 
program costs, continue to adversely affect the federal government’s abUity 
to support annual budget requests for these programs, make future 
budgetary decisions, manage program costs, and measure the performance 
of lending activities. Further, these weaknesses and the complexities 
associated with estimating the costs of lending activities greatly increase 
the risk that significant errors in agency and govemmentwide financial 
statements could occur and go undetected. 


Improper Payments 


Across the federal government, improper payments occur in a variety of 
programs and activities, including those related to health care, contract 
management, feder^ financial assistance, and tax refunds.' Many improper 
payments occur in federal programs that are administered by entities o^er 
than the federal government, such as states and municipalities. Generally, 


‘Imprc^er payments include inadveitent errors, such as duplicate payments and 
miscaJculations, payments for unsupported or inadequately supported claims, payments for 
services not rendered, payments to ineligible beneficiaries, and payments resulting from 
fraud and abuse by program participants and/or federal employees. 
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Appendix V 

Other MaterisIWeakaesses 


improper payments result from a lack of or an inadequate system of 
internal control, but some result from program design issues. Federal 
agencies’ estimates of improper payments based on available information 
for fiscal year 2004 exceeded $45 billion. This estimate could increase 
significantly over the next several years as agencies become more effective 
at estimating and reporting improper payment amounts for programs and 
activities that are susceptible to significant improper payments.^ 

Fiscal year 2004 represents the first fuE year that federal agencies were 
required to include the reports required by the Improper Payments 
Information Act of 2002 (IPIA)^ in their Performance and Accountability 
Reports (PAR). IPIA raised improper payments to a new level of 
importance by requiring federal ^encies to annually review all programs 
^d activities and identify those that may be susceptible to significant 
improper payments. Federal agencies are to then estimate the annual 
amount of improper payments for those programs and activities identified 
as susceptible to significant improper payments. The law further requires 
federal agencies to report to the Congress the improper payment estimates 
and information on the actions the agency is taking to reduce the improper 
payments. The Office of Management and Budget (0MB) implementation 
guidance required that estimates and, if applicable, the corrective action 
report, be included in federal agencies’ PARs beginning with fiscal year 
2004.* 

The 0MB guidance also required 44 programs of 14 CFO Act agencies to 
report improper payment information in their fiscal year 2003 PARs. Last 
year, we reported that those 14 CFO Act agencies reported the required 
improper payment amounts for 29 of the 44 programs,® suggesting that 
despite the enhanced emphasis on improper payments and legislative 
reporting requirements, those agencies appeared to be struggling with 


^OMB defines the term “significant improper payments" as “annual erroneous payments in 
Che program exceeding both 2.5 percent of program payments and $10 million.” 

^Pub. L No. 107-300, 116 Stat. 2350 (Nov. 26, 2002). 

’0MB Memorandum M-03-13. Improper Pa^fments It^formaiion Act qfSOOS (Public Law 
107 S00) (Washington, D.C.i May 21, 2003). 

*GAO, financial Management: Fiscal Year 2003 Performance and Accountability Reports 
Provide Limited IrtformalUm on Gooemmenlwide Improper Payments, GAO-04'6.31T 
(Washington, D.C-; ^r. 15, 2004). 
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Appendix T 

Other Material Weakneaaea 


estimating improper payment amounts for about one-third of their 
programs. 

Our preliminary reviews of 29 federal agencies’ fiscal year 2004 PARs 
further suggest tfiat a number of agencies were not well positioned to meet 
the reporting requirements of IPIA. For example, while most agencies 
acknowledged the IPIA reporting requirements in their PARs, 8 of the 44 
programs with previous reporting requirements as noted above indicated 
that they would be able to estimate and report on improper payments 
sometime within the next 4 yesuB but could not do so now. Another 5 
progrmns in 2 s^encies with previous reporting requirements determined 
that improper payment amounts were insignificant for their programs. 
Further, 4 additional programs in 4 agencies viith prior reporting 
requirements did not estimate improper payment amounts for their 
programs and were sUent as to whether they would report estimates in 
future reports. Therefore, 32 of the 44 programs with previous reporting 
requirements reported estimates or reported that their improper payment 
amounts were insignificant in llieir fiscal year 2004 PARs. 

Until all agencies develop and implement a systematic measurement of the 
extent of improper payments, the federal government cannot determine (I) 
the extent to which improper payments exist, (2) mitigation strategies and 
the ^propriate amount of investments to reduce them, and (3) the success 
of efforts implemented to reduce improper payments. 


Information Socuritv Although progress has been made, serious and widespread information 
security control weaknesses continue to place federal assets at risk of 
inadvertent or deliberate misuse, financial information at risk of 
unauthorized modification or destruction, sensitive information at risk of 
inappropriate disclosure, and critical operations at risk of disruption. GAO 
has reported information security as a high-risk area across government 
since February 1997. Such information security control weataiesses could 
result in compromising the reliabili^ and availability of data that are 
recorded in or transmitted by federal financial management systems. A 
primary reason for these weaknesses is that federal agencies have not yet 
fully institutionalized comprehensive security management programs, 
which are critical to identifying information security control weaknesses, 
resolving information security problems, and managing information 
security risks on an ongoing basis. The Congress has shown continuing 
interest in addressing these risks, as evidenced by hearings on information 
security and enactment of the Federal Information Security Management 
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Other Materi*! Wealuiewes 


Act of 2002® and the Cyber Security Research and Development Act/ In 
addition, the administration has taken important actions to improve 
information security, such as integrating information security into the 
Executive Branch Management Scorecard.® 


Tax Collection 
Activities 


Material internal control weaknesses and systems deficiencies continue to 
affect the federal government's ability to effectively manage its tax 
collection activiti^,® an issue that has been reported in our financial 
statement audit reports for the past 7 years. Due to errors and delays in 
recording activity in taxpayer accounts, taxpayers were not always 
credited for payments made on them taxes owed, which could result in 
undue taxpayer burden. In addition, the federal government did not always 
follow up on potential unreported or underreported taxes and did not 
always pursue collection efforts against taxpayers owing taxes to the 
federal government. 

Weaknesses in controls over tax collection activities continue to affect the 
federal government’s ability to efficiently and effectively account for and 
collect revenue. Additionally, weaknesses in financial reporting of revenues 
affect the federal govenunent’s ability to make informed decisions about 
collection efforts. As a result, the federal government is vulnerable to loss 
of tax revenue and exposed to potentially billions of dollars in losses due to 
inappropriate refund disbursements. 


*nU€ III of the E-Govemment Actof2002. Pub. L. No. 107^7, U6Stat 289f), 2946 (Dec, 17, 
2002 ). 

L No. 107^, 116 Stat. 2367 (Nov. 27. 2002). 

tyhe Executive Branch Management Scorecard highlights agencies’ progress in achieving 
management and performance improvements embodied in the Presidents Management 
Agenda. 

*GAO, Financial AudiL IRS's Fiscal l%o>'s and SOOS Financial Statements, GAO-06- 
103 (Washington, D.C.: Nov. 10. 2004). 
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The Government Account^ility Office, the audit, evaluation and 
investigative arm of Congress, exists to support Congre^ in meeting its 
constitutional re^onsibilities and to help improve the performance and 
accountability of the federal government for the American people. GAO 
examines the use of public fimds; evaluates federal programs and policies; 
and provides analyses, recommendations, and other assistance to help 
Congress make informed oversight, policy, and funding decisions. GAO’s 
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Mr. Platts. You hit on the things that we want to focus on: 
timely, transparent, reliable, useful information that will benefit 
all aspects of the Federal Government as we try to achieve those 
goals that we are all after. 

Next we have Mr. Jack Martin, CFO of the Department of Edu- 
cation. As you are hitting your third anniversary at the Depart- 
ment coming up here later this month, we appreciate your service 
and also again thank you for your service in the past as a U.S. Ma- 
rine and your service in uniform. 

STATEMENT OF JACK MARTIN, CHIEF FINANCIAL OFFICER, 
U.S. DEPARTMENT OF EDUCATION 

Mr. Martin. Thank you, Mr. Chairman and members of the com- 
mittee. 

As the Chief Financial Officer at the Department of Education I 
am very pleased to be here today to provide some perspective on 
the Federal financial reporting process for fiscal year 2004. I look 
forward to sharing with you some observations on the Government 
Accountability Office’s report on the financial report of the U.S. 
Government, as well as the significant progress made by Federal 
agencies during the past fiscal year. 

During this past fiscal year the Federal Government achieved a 
significant milestone in the area of Federal financial reporting. For 
fiscal year 2004, 22 of 24 major agencies issued audited financial 
statements in their performance and accountability reports just 45 
days after the end of the fiscal year. Prior to this year, agencies 
generally took up to 5 months to produce these same reports. 

Complying with an administration requirement that took effect 
this past year, agencies have now significantly reduced the report- 
ing delay that had been typical in the past. As a member of the 
CFO Council, where I have had the opportunity to work with other 
agency CFOs and their deputies, I can tell you the entire CFO com- 
munity is pleased and proud to have played a role in this major 
accomplishment. 

The Department of Education was 1 of the 22 agencies that met 
the 45-day reporting deadline in fiscal year 2004. In fact. Education 
met this accelerated deadline for the second year in a row, since 
we issued our 2003 in mid-November the previous year, a year 
ahead of the requirement. Our success was certainly not attained 
overnight; rather, the work done over the previous fiscal years, 
with careful planning and efficient execution, enabled us to reach 
this milestone. 

The financial reporting efforts at the agency level enabled the 
Department of Treasury to issue the governmentwide financial re- 
port on December 15th for the first time. In previous years, the 
Government-wide financial report was typically not issued until 
March. 

With the accelerated reporting deadline taking effect this past 
year, agencies faced a 1-year fiscal period in which there was less 
time to prepare audited financial statements compared to previous 
years. Despite this shorter reporting timeframe, a comparable 
number of CFO Act agencies received unqualified audit opinions on 
their financial statements in fiscal year 2004 as in the prior year. 
Of the 24 major Federal agencies, 18 received unqualified audit 
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opinions in fiscal year 2004. This result in the face of a more rigor- 
ous audit schedule is especially noteworthy since greater financial 
discipline and reliance on internal controls was needed to success- 
fully meet the 45-day reporting timeframe. Accelerated schedule 
demanded good planning and timely reconciliations, and we are 
pleased with these efforts. 

For fiscal year 2004 I am pleased to report that the Department 
of Education was 1 of 18 agencies that received an unqualified 
audit opinion. Education has received an unqualified opinion for 
the last 3 fiscal years, and we look forward to continuing our fiscal 
vigilance in the coming years. 

Some have questioned the accelerated reporting requirement, as- 
serting that the earlier date may result in poor-quality data. Erom 
our perspective at Education, this is certainly not the case. Edu- 
cation has met the accelerated deadline for the past 2 years, receiv- 
ing unqualified audit opinions each time. An unqualified opinion 
we have received has required a more rigorous financial reporting 
and audit schedule compared to the previous fiscal years. 

Further, the early reporting date has allowed our department 
and others the benefit of having financial information throughout 
the year on which daily management decisions can be made on a 
routine basis. The accelerated reporting requirement has driven 
process and control improvements that have laid a foundation for 
management reports such as Education’s Fast Facts report. 

Fast Facts is a monthly reporting tool that highlights key finan- 
cial and performance data in a consolidated and user-friendly for- 
mat. Managers at the Department use Fast Facts to monitor per- 
formance and derive improved results in a variety of areas includ- 
ing grants administration, financial matrix, and educational out- 
comes. 

In the Government-wide financial report, GAO identified three 
main impediments to rendering an opinion: financial management 
problems at the Department of Defense, ineffective processes for 
preparing the consolidated financial statements, and deficiencies in 
accounting for intra-governmental transactions. 

These three items were reported by GAO as material weaknesses 
in its report. All these issues are complex, long-term challenges and 
will take sustained efforts to resolve. DOD is addressing specific 
weaknesses and progress is being made. It is important to recog- 
nize that longstanding issues in a department that has over 300 
sub-entities are not easily fixed. In some cases, eliminating DOD 
material weaknesses depends on the implementation of new finan- 
cial management systems. In other cases, material weaknesses re- 
quire an incremental approach to transforming business processes, 
which involves focusing on one component at a time or one finan- 
cial statement line item at a time. 

For fiscal year 2004 the auditors determined that three signifi- 
cant financial statement items at the DOD-wide level — appropria- 
tions received, investments, and Federal Employment Compensa- 
tion Act liabilities — passed audit scrutiny. In addition, six compo- 
nents, up from five the previous year, earned an unqualified opin- 
ion on the fiscal year 2004 financial statement. 

During this fiscal year 2004 reporting cycle, significant progress 
was made in implementing a new process for preparing the finan- 
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cial report. The new process facilitates a stronger, more direct link 
to agency financial statements, something that has heen a concern 
of GAO. While the new process was successful in producing Gov- 
ernment-wide financial statements within the new accelerated re- 
porting timeframe, there are issues that need to he refined and im- 
proved during fiscal year 2005. The CFO Council looks forward to 
working with 0MB, Treasury, and the other agencies to improve 
this process. 

It is my understanding that the inability to balance significant 
amounts of intra-governmental transactions is being addressed on 
several fronts by 0MB and Treasury. Process enhancements such 
as more-frequent reporting and reconciliations and new tools like 
the intra-governmental reporting and analysis system will support 
the efforts to eliminate reporting errors. These new analytical tools 
have helped to better focus corrective actions. 

In December 2004, 0MB issued the revised Circular A-123, 
Management’s Responsibility for Internal Control. Circular A-123 
defines management’s responsibility for maintaining effective inter- 
nal control and requires management to adhere to broadly accepted 
internal control standards and undertake a strengthened process 
when assessing internal control effectiveness. The strengthened as- 
sessment process is similar to the process that public corporations 
must follow under the financial reforms of the Sarbanes-Oxley Act 
of 2002. 

The policies contained in Circular A-123 further emphasize a 
foundation of disciplined accounting processes and good internal 
control for providing timely and reliable information and dem- 
onstrating financial accountability. 

Eleven agencies restated their fiscal year 2003 financial state- 
ments when issuing their fiscal year 2004 reports. These restate- 
ments relate to a period prior to the implementation of the Novem- 
ber 15th accelerated reporting requirement. Overall, the restate- 
ments reflect the greater scrutiny and attention the financial re- 
porting process has received in recent years. Process and control 
improvements resulting from accelerating reporting and material 
weakness monitoring under the PMA scorecard, as well as recent 
revisions to 0MB Circular A-123 emphasizing internal control over 
financial reporting, will likely serve to reduce restatements in the 
future. 

One of my goals as CFO is to produce more timely and reliable 
financial information and to use this information in a daily deci- 
sionmaking to reduce costs and better manage programs. These ef- 
forts are currently tracked by 0MB as part of the improved finan- 
cial performance initiative of the President’s management agenda. 

I am pleased to report that the Department of Education has 
been in green status in the improved financial performance initia- 
tive for just over a year. Education was the fourth Federal agency 
and the first Cabinet agency to reach this milestone, and several 
other agencies have joined us since then. Today a total of eight 
Federal agencies have received a green score on the PMA improved 
financial performance scorecard. With the recent additions of the 
Departments of Commerce and State, eight agencies have an over- 
all green status indicating that they have demonstrated they are 
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using financial management information to manage their pro- 
grams. 

I am further pleased to report that the Department of Education 
received three prestigious financial management awards during the 
last year: The President’s Quality Award for Improved Financial 
Performance; a Certificate of Excellence in Accountability Report- 
ing from the Association of Government Accountants; the Alexan- 
der Hamilton Award for Technology, the Silver Award from the 
magazine “Treasury and Risk Management,” an award that nor- 
mally goes to private sector corporations. 

Conclusion: the outlook for the Federal Government to improve 
the quality and timeliness of financial reporting to the American 
citizen is positive. While many challenges remain, others that ap- 
peared similarly insurmountable just a few years ago are being 
solved. 

The Department of Education looks forward to working with 
0MB and the other agencies to improve Federal financial manage- 
ment in the months and years ahead. 

Thank you for listening. I am happy to answer your questions. 

Mr. Platts. Thank you, Mr. Martin. 

[The prepared statement of Mr. Martin follows:] 
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Financial Report of the United States Government for Fiscal Year 2004 

Thank you, Mr. Chairman and Members of the Committee. 

As the Chief Financial Officer (CFO) at the Department of Education, I am 
pleased to be here today to provide some perspective on the federal financial reporting 
process for fiscal year (FY) 2004. I look forward to sharing with you some observations 
on the Government Accountability Office’s (GAO) report on the Financial Report of the 
United States Government (“Financial Report”), as well as the significant progress made 
by federal agencies during the past fiscal year. 

Accelerated Financial Reporting 

During this past fiscal year, the Federal Government achieved a significant 
milestone in the area of federal financial reporting. For FY 2004, 22 of 24 major 
agencies issued audited financial statements in their Performance and Accountability 
Reports (PARs) just 45 days after the end of the fiscal year. Prior to this year, agencies 
generally took up to five months to produce these same reports. Complying with an 
Administration requirement that took effect this past year, agencies have now 
significantly reduced the reporting delay that had been typical in the past. As a member 
of the CFO Council, where I have the opportunity to work with other agency CFOs and 
their deputies, I can tell you the entire CFO community is pleased and proud to have 
played a role in this major accomplishment. 

The Department of Education was one of the 22 agencies that met the 45-day 
reporting deadline in FY 2004. In fact, Education met this accelerated deadline for the 
second year in a row, since we issued our 2003 PAR in mid-November the previous fiscal 
year - a year ahead of the requirement. Our success was certainly not attained overnight. 
Rather, the work done over the previous fiscal years, through eareful planning and 
efficient execution, enabled us to reach this milestone. 

For the two agencies that did not meet the 45-day accelerated deadline, the 
Department of Homeland Security (DHS) issued its PAR only four days after the 45-day 
period, while the Department of Health and Human Services (HHS) followed soon after 
in early December. The submissions by DHS and HHS should still be considered an 
accomplishment, as they came months earlier than was the norm in previous years. 
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The financial reporting efforts at the agency level enabled the Department of the 
Treasury (Treasury) to issue the government-wide Financial Report on December 15 for 
the first time. In previous years, the government-wide Financial Report was typically not 
issued until March. This accomplishment places the Federal Government financial 
reporting cycle on par with private-sector reporting. 

With the accelerated reporting deadline taking effect this past year, agencies faced 
a one-year fiscal period in which there was less time to prepare audited financial 
statements compared to previous years. Despite this shorter reporting timeframe, a 
comparable number of Chief Financial Officers Act (“CFO Act”) agencies received 
unqualified audit opinions on their financial statements in FY 2004 as in the prior year. 
Of the 24 major federal agencies, 18 received unqualified audit opinions in FY 2004. 

This result, in the face of a more rigorous audit schedule, is especially noteworthy since 
greater financial discipline and reliance on internal controls was needed to successfully 
meet the 45-day reporting timeframe. The accelerated schedule demanded good plaiming 
and timely reconciliations, and we are pleased with these efforts. 

For FY 2004, 1 am pleased to report that the Department of Education was one of 
the 18 agencies that received an unqualified audit opinion. Education has received an 
unqualified opinion for each of the last three fiscal years, and we look forward to 
continuing this streak this year. 

Some have questioned the accelerated reporting requirement, asserting that the 
earlier date may result in poorer quality data. From our perspective at Education, this is 
certainly not the case. Education has met this accelerated deadline for the past two years, 
receiving an unqualified audit opinion each time. And the unqualified opinion we have 
received has required a more rigorous financial reporting and audit schedule compared to 
previous years. 

Further, the earlier reporting date has allowed our department and others the 
benefit of having financial information throughout the year in which daily management 
decisions can be made on a routine basis. The accelerated reporting requirement has 
driven process and control improvements that have laid the foundation for management 
reports such as Education's "Fast Facts." Fast Facts is a monthly reporting tool that 
highlights key financial and performance data in a consolidated and user-fnendly format. 
Managers at the Department use Fast Facts to monitor performance and drive improved 
results in a variety of areas, including grants administration, financial metrics, and 
educational outcomes. 

Among the agencies not receiving unqualified opinions, one agency - the Small 
Business Administration (SBA) - received a qualified opinion in FY 2004. Noteworthy 
progress is being made at SBA, as shown by its qualified opinion compared to its FY 
2003 disclaimer of opinion. SBA's improvements over the past year have positioned it 
well for receiving an unqualified opinion in the future. 
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The remaining five agencies received disclaimers on their statements - DHS; the 
Departments of Defense, Housing and Urban Development and Justice; and the National 
Aeronautics and Space Administration. For several of these agencies, issues surfaced 
that could not be resolved in time to meet the accelerated reporting deadline. 

(For additional information on federal financial reporting and financial 
management issues, please refer to the 2005 Federal Financial Management Report, 
which can be found at http://www.whitehouse.gov/omb/financial.) 

Financial Report of the United States Government 

In the government-wide Financial Report, GAO identified three main 
impediments to rendering an opinion: 

• financial management problems at the Department of Defense (DoD); 

• ineffective processes for preparing the consolidated financial 
statements; and 

• deficiencies in accounting for intragovemmental transactions. 

These three items were reported by GAO as material weaknesses in its report. All of 
these issues are complex long-term challenges and will take sustained efforts to resolve. 

DoD is addressing specific weaknesses, and progress is being made. It is 
important to recognize that long-standing issues in a department that has over 300 sub- 
entities are not easily fixed. In some cases, eliminating DoD material weaknesses 
depends on the implementation of new financial management systems. In other cases, 
material weaknesses require an incremental approach to transforming business processes, 
which involves focusing on one component at a time or one financial statement line item 
at a time. Once a component entity determines that sufficient progress has been made, an 
independent auditor performs an assessment to ensure that the component is ready for 
audit. 


For fiscal year 2004, the auditors determined that three significant financial 
statement items at the DoD-wide level - appropriations received, investments, and 
Federal Employment Compensation Act liabilities - passed audit scrutiny. In addition, 
six components, up from five the previous year, earned an unqualified opinion on their 
FY 2004 financial statements. 

During this FY 2004 reporting cycle, significant progress was made in 
implementing a new process for preparing the Financial Report. The new process 
facilitates a stronger and more direct link to agency financial statements, something that 
has been a concern of GAO. While the new process was successful in producing 
government-wide financial statements within the new accelerated reporting time frame, 
there are issues that need to be refined and improved during FY 2005. The CFO Council 
looks forward to working with 0MB, Treasury, and the other agencies to improve this 
process. 
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It is my understanding that the inability to balance significant amounts of 
intragovemmental transactions is being addressed on several fronts by 0MB and 
Treasury. Process enhancements, such as more frequent reporting and reconciliation, and 
new tools like the Intragovemmental Reporting and Analysis System (IRAS), will 
support the efforts to eliminate reporting errors. These new analytical tools have helped 
to better focus corrective actions. 

Internal Control 

In December 2004, 0MB issued the revised Circular A-123, Management 's 
Responsibility for Internal Control. Circular A-123 defines management’s responsibility 
for maintaining effective internal control and requires management to adhere to broadly 
accepted internal control standards and undertake a strengthened process when assessing 
internal control effectiveness. The strengthened assessment process is similar to the 
process that public corporations must follow under the financial reforms of the Sarbanes- 
Oxley Act of 2002. The policies contained in Circular A-123 further emphasize a 
foundation of disciplined accounting processes and good internal control for providing 
timely and reliable information and demonstrating financial accountability. 

Eleven agencies restated their FY 2003 financial statements when issuing their 
FY 2004 reports. These restatements relate to a period prior to the implementation of the 
November 15 accelerated reporting requirement. Overall, the restatements reflect the 
greater scrutiny and attention the financial reporting process has received in recent years. 
Process and control improvements resulting from accelerated reporting and material 
weakness monitoring under the PMA scorecard, as well as the recent revisions to 0MB 
Circular A-123 emphasizing internal control over financial reporting, will likely serve to 
reduce restatements in the future. 

President’s Management Agenda 

One of my goals as a CFO is to produce more timely and reliable financial 
information, and to use this information in daily decision-making to reduce costs and 
better manage programs. These efforts are currently tracked by 0MB as part of the 
Improved Financial Performance initiative of the President’s Management Agenda 
(PMA). 


I am pleased to report that the Department of Education has been in “green” 
status in the Improved Financial Performance initiative for just over a year. Education 
was the fourth federal agency - and the first cabinet agency - to reach this milestone, and 
several other agencies have Joined us since then. Today, a total of eight federal agencies 
have received a green score on the PMA Improved Financial Performance scorecard. 
With the recent addition of the Departments of Commerce and State, eight agencies have 
an overall green status score - indicating that they have demonstrated they are using 
financial management information to manage their programs. I am further very pleased 
to report that the Department of Education received three prestigious financial 
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management awards during the last year: the President's Quality Award for Improved 
Financial Performance; the Certificate for Excellence in Accountability Reporting from 
the Association of Government Accountants; and the Alexander Hamilton Award for 
Technology (Silver) from the magazine “Treasury and Risk Management”. 

The Department of Education’s success under the PMA and other financial 
management efforts is also shown by our receiving the Presidential Award for 
Management Excellence in 2004. I am pleased to report that the department was one of 
six agencies (selected from 61 nominations) to receive this award, which is the highest 
recognition bestowed by the government to federal agencies for management excellence. 

A new program initiative of the PMA this fiscal year is the Eliminating Improper 
Payments initiative. Under this new PMA initiative. Education and 13 other federal 
agencies are taking steps to measure and eliminate their improper payments. These 
efforts include, but are not limited to, payments made in an incorrect amount, to an 
ineligible recipient, for a service not received, or for improper use of federal funds. 

FY 2004 began the first year of reporting under the Improper Payments Information Act 
(IP LA), and this information was included in the Department of Education’s 2004 PAR. 

From our perspective at the Department of Education, this first year of reporting 
is a vital step in meeting the objectives of the IPIA in that it establishes the baseline from 
which short- and long-term program-improvement strategies and priorities will be based. 
A focus of many of our strategies will be to improve the internal control surrounding 
these programs. 

For information on the improper-payment-elimination efforts at other agencies, I 
would direct you to the 0MB report. Improving the Accuracy and Integrity of 
Government Payments, which was issued in late January. (This report can be found at 
http://www.whitehouse.gov/omb/financial/fia_improper.htmI.) The 0MB report 
provides an overview of what the CFO Act agencies reported in their PARs on their 
efforts to comply with the IPIA. 

Conclusion 

The outlook for the Federal Government to improve the quality and timeliness of 
financial reporting to the American citizen is positive. While many challenges remain, 
others that appeared similarly insurmountable just a few years ago are being solved. The 
Department of Education looks forward to working with 0MB and the other agencies to 
improve federal financial management in the months and years ahead. 

Thank you for listening. I am happy to answer any questions you may have. 
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Mr. Platts. Your example of the Fast Facts is a perfect example 
of that — the internal controls and process, that you have responded 
to the accelerated deadline in getting that timeline information 
that your managers have to really act on. A great example for 
other agencies to follow. 

Next we have our Fiscal Assistant Secretary at the Department 
of the Treasury, Don Hammond. 

We appreciate your being with us. I think you and the Comptrol- 
ler General started in your positions about the same time, so a 
good tag team as we here try to get our arms around the financial 
challenges of the Federal Government. 

Mr. Hammond. Thank you, Mr. Chairman. 

Mr. Platts. Actually, Mr. Hammond, before you start, I did want 
to recognize we have been joined by three other members of the 
subcommittee: Charlie Dent from Pennsylvania, who is on the sub- 
committee, and two other full committee members, Mr. Marchant 
from Texas, and Mr. Westmoreland from Georgia. We appreciate 
your participating here today. Go ahead, Don. 

STATEMENT OF DONALD V. HAMMOND, FISCAL ASSISTANT 
SECRETARY, DEPARTMENT OF THE TREASURY 

Mr. Hammond. Thank you very much, Mr. Chairman, Ranking 
Member Towns, members of the committee. It is my privilege and 
pleasure to represent the Treasury Department today to discuss 
the state of reporting on the finances of the Federal Government. 
Your continued interest in this important subject is much appre- 
ciated. 

I would ask that my full statement be included in the record. 

Mr. Platts. Without objection. 

Mr. Hammond. Thank you. 

The financial report of the U.S. Government incorporating the 
consolidated Government-wide financial statements is designed to 
report on the financial condition of the Government using the ac- 
crual basis of accounting employed and understood worldwide for 
financial reporting. The report for fiscal year 2004 was the eighth 
time that Treasury has prepared and issued this report. We have 
learned a lot over these past 8 years, and considerable progress has 
been made toward producing a timely, accurate, and useful finan- 
cial report. 

Perhaps even more importantly, the efforts to provide effective fi- 
nancial reporting have led to significant improvements Govern- 
ment-wide in the underlying financial management practices and 
processes. 

We are pleased this year to have completed the fiscal year 2004 
report on December 15, meeting the objective the administration 
set out 3 years ago. Evei^ agency met Treasury’s November 18th 
deadline for data input into our new report preparation system. 
These were significant accomplishments, considering that we also 
concurrently launched a new consolidation process. I am extremely 
proud of the considerable effort that was expended across Govern- 
ment to make these results happen. 

The financial report has been an important addition to Federal 
financial reporting. The timely availability of this additional infor- 
mation can more fully inform the budget process. The standardized 
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reporting framework promotes comparability and consistency in re- 
porting across years, among agencies, and increasingly among 
countries. 

The report goes beyond simple reporting of results as it displays 
the effects of all significant assets, liabilities, stewardship respon- 
sibilities, and other commitments and responsibilities, including so- 
cial insurance. While the appropriate accounting treatment in the 
future for these social insurance programs is a topic of discussion 
at the Federal Accounting Standards Advisory Board, the existing 
standard does provide for comprehensive disclosure. 

We think this year’s financial report shows significant improve- 
ment from the first one we prepared for fiscal year 1997. Many en- 
hancements have been made over these past 8 years. Additional in- 
formation has been added, the presentation improved over the 
years, increasing the usefulness of the report for the reader. Less 
visible but no less important, the discipline and rigor associated 
with the production of regular financial statements have resulted 
in improvements in basic financial operating activities. All of these 
improvements have helped us hone in on those areas that need fur- 
ther attention on and will be the focus of our activities this year. 

GAO’s audit enhances the reports credibility and highlights 
areas for improvement. Through this rigorous and continuous proc- 
ess, we will improve our financial management environment and 
achieve more credibility in our financial reporting. Once we have 
achieved a level of credibility, we will have created the solid foun- 
dation for a better public understanding of the Government’s fi- 
nances. 

In order to pass audit scrutiny, we must address three major 
areas: serious management control issues at the Department of De- 
fense, the Government’s inability to properly eliminate transactions 
between agencies, and deficiencies in the report preparation proc- 
ess. 

Defense continues to make progress, but much work remains. 
They are such a significant portion of the total financial picture 
that it is extremely unlikely that improvement in the audit opinion 
will occur without significant further improvement in DOD report- 
ing. 

Two new initiatives were included in the 2004 report process 
that were designed to reduce the out-of-balance conditions that 
exist between agency transactions with other agencies. While it is 
too early to assess these initiatives, preliminary results are, indeed, 
very encouraging. Our new report preparation system is a work in 
progress. We met our first phase objective for agencies to be able 
to fully utilize the data collection portion of the system to submit 
their financial statement data. We plan to complete the consolidat- 
ing portion of the system in 2005, which will aid us in demonstrat- 
ing consistency with the agency’s financial statements and greatly 
streamline the preparation process. That being said, a comprehen- 
sive draft of the financial report was produced this year in less 
than 2 weeks. 

Accounting standards require some disclosures that are not cur- 
rently included in the Government-wide financial report. For the 
fiscal year 2004 reporting cycle, we asked agencies for data that re- 
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late to these particular disclosures, and we are in the process of 
analyzing that data to determine its materiality to the statements. 

The Federal Accounting Standards Advisory Board has also 
launched a project to determine which of the currently required 
disclosures would not he necessary in a Government-wide financial 
report. 

We continue to make progress on the problems of imbalances in 
intra-governmental transactions and are devoting increased atten- 
tion to help agencies fully reconcile these differences. Treasury’s Fi- 
nancial Management Service has added a new tool to help agencies 
properly identify and record these intra-governmental transactions. 
Treasury and 0MB now require agencies to report and reconcile 
intra-government activity quarterly instead of just at the end of the 
year, which has led to significant reductions in differences in agen- 
cy reporting. 

Supporting the accelerated reporting efforts have been our inter- 
nal efforts to accelerate our reporting of monthly agency data to fi- 
nancial managers. The monthly Treasury statement, the public 
source of budgetary results, has been accelerated in issuance from 
the 17th work day to the 8th work day each month, facilitating 
agency efforts to verify and use the data in their reports. 

As I have mentioned in the past, we continue with our plans to 
improve the routine outlay and receipt process by replacing the 
current two-step classification process with a single classification. 
We have a pilot scheduled for this coming fall. If that goes as ex- 
pected, we will be implementing this new feature in the coming 
years to the dramatic benefit of every single agency. 

In summary, we continue to make substantial progress in reach- 
ing our objective of effective financial reporting and sound financial 
management. Through the efforts to date, numerous issues have 
been identified, corrective actions instituted, and processes 
changed. Serious challenges remain before we reach our objective, 
but we understand our tasks and our commitment to resolving 
them is firm. Improved financial reporting leads to the ultimate 
benefit of effective financial management. As the stewards of tax- 
payer funds, our responsibility is to meet those highest standards 
of financial management. 

Thank you, Mr. Chairman. That concludes my prepared remarks. 
I will be happy to answer any questions the committee may have. 

Mr. Platts. Thank you, Mr. Hammond. 

[The prepared statement of Mr. Hammond follows:] 
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Financial Report of the United States Government Improves 
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Mr. Chairman and Members of the Subcommittee, it is my privilege and pleasure to represent the 
Treasury Department today to discuss the state of reporting on the finances of the federal government. 
Your continued interest in this important subject is appreciated. The Financial Report of the United 
States Government, incorporating the consolidated government-wide financial statements, is designed to 
report on the financial condition of the Federal government using the accrual basis of accounting 
employed and understood worldwide for financial reporting. The report for fiscal year 2004 was the 
eighth time that Treasury has prepared and issued this report pursuant to the requirements of the 
Government Management Reform Act of 1 994. We have learned a lot over these past eight years and, 
while not always apparent, considerable progress has been made towards producing a timely, accurate 
and useful financial report. Perhaps even more importantly, the efforts to provide effective financial 
reporting have led to significant improvements government-wide in the underlying financial 
management practices and processes. 

We are pleased this year to have issued the fiscal year 2004 Financial Report on December 15 meeting 
the objective the Administration set out three years ago. This is two and a half months after year end 
and a full three and one half months before the statutory due date of March 3 1 . Much of the credit goes 
to the agencies whose data is the backbone of the report. Almost all the agencies met their November 15 
deadline for the issuance of audited financial reports and every agency met Treasury’s November 1 8 
deadline for data input into our new report preparation system. At Treasury, we have been planning for 
this date and in particular the Treasury bureau, the Financial Management Service (FMS), worked 
extraordinarily hard to make this a reality. 

This was a significant accomplishment considering that we also concurrently launched the first part of a 
new consolidation process which was designed to ensure that the agencies’ financial statements are 
consistently included in the government-wide Financial Report. Further development work to complete 
the system is scheduled for 2005, which should make prep^ation of the report more efficient and allow 
us to resolve some longstanding audit findings. 
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Importance of the Report 

The Financial Report has been an important addition to federal financial reporting. Prepared in 
accordance with accrual accounting standards established by generally accepted accounting principles 
(GAAP), the report presents a picture of government-wide finances that complements the traditional 
information in the budget and helps to assess the long-term impact of the government’s policy decisions. 
The timely availability of this additional information can more fully inform the budget process. 

The standardized reporting framework promote comparability and consistency in reporting across 
years, among agencies and increasingly among countries using accounting conventions generally 
common to financial reporting. The report goes beyond simple reporting of results as it displays the 
effects of all significant assets, liabilities, stewardship responsibilities and other commitments and 
responsibilities. For example, the considerable financial implications of the government’s social 
insurance programs (principally Social Security and Medicare) are reported in the stewardship 
accounting for these programs and discussed in Management’s Discussion and Analysis. These future 
program responsibilities do not fit neatly into current accounting classifications. While the appropriate 
accounting treatment in the future for these social insurance programs is a current topic of discussion at 
the Federal Accounting Standards Advisory Board (FASAB), the existing standard provides for 
comprehensive disclosure. 

Major Improvements to the Financial Report 

We think this year’s Financial Report shows significant improvement from the first one we prepared for 
fiscal year 1997. Many enhancements have been made over the last eight years. Additional information 
has been added and the presentation improved over the years which has increased the usefulness of the 
report to the reader. The report is presented showing both current and prior years. This comparative 
presentation provides additional context to the reader as one can see the change in an account from year 
to year. The Statement of Net Cost is presented showing cost by agency instead of by budget function. 
This provides a critical link to the presentation of the budget. It also makes it easier for us to ensure that 
the report is consistent with agencies’ financial statements from which it is built and also gives agencies 
a feeling of ownership in the report. 

We worked with the FASAB to add two new basic financial statements, 1 .) a Reconciliation of Net 
Operating Cost and the Unified Budget Deficit and 2.) a Statement of Changes in Cash Balance from 
Unified Budget and Other Activities. The reconciliation statement ties our accrual results to the more 
widely recognized budget results and the cash statement reconciles the budget results to the change in 
cash during the year. We have made other additions to the report as required by FASAB, such as 
additional reporting on social insurance and the presentation of the Department of Defense’s military 
equipment on the balance sheet. 

Less visible but no less important, the discipline and rigor associated with the production of regular 
financial statements have resulted in improvements in basic financial operating activities. For example, 
the report that identifies differences between the agencies’ and Treasury’s records for fund balance with 
Treasury were reduced by 54 percent in FY 2004 alone. For fiscal year 1999, 1 testified that agencies 
were out of balance by $401 .3 million for differences greater than five months old. Today, for fiscal 
year 2004, those same differences are $ 1 78. 1 million using a more aggressive three month aging 
standard. In another area, eight years ago the details of the problems with intragovemmental 
transactions were more unknown than known. We can now break out intragovemmental differences by 
functional categories so key areas that need attention can be identified and addressed. Finally, the 
synchronization of budget and proprietary figures was greatly improved when FACTS 11 became 
operational in the last quarter of fiscal year 1999. The Statements of Budgetary Resources in agencies’ 
financial statements are also an important link between the budget and proprietary areas. All of these 
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improvements have helped us hone in on those areas diat need further attention and will be the focus of 
our activities this year. 

Challenges 

In order to pass audit scrutiny, we must address three major areas: 

• Serious management control issues at DoD 

• The government’s inability to properly eliminate transactions between agencies 

• Deficiencies in the report preparation process 

DoD is making progress but much work remains. They are such a significant portion of the total 
financial picture that it is extremely unlikely that improvement in the audit opinion will occur without 
significant improvement in DoD reporting. 

Two new initiatives were included in the 2004 report process that were designed to reduce the out of 
balance conditions that exist between agency transactions with other agencies. First we required 
significantly greater detail in the agency submissions so that we are belter able to analyze the data. 
Second, we required agency auditors to review the out of balance conditions between the audited 
agencies and their trading partners in the hopes that greater auditor involvement would encourage 
agency management to accurately record and correct these balances. While it is too early to assess these 
initiatives, preliminary results are very encouraging. 

The new report preparation system is a work in progress. We met our first phase objective for agencies 
to be able to fully utilize the data collection portion of the system to submit their financial statement 
data, but we still used a series of off-line processes to produce the final report. We plan to complete the 
consolidating portion of the system in 2005, which will aid us in demonstrating that the data used is 
consistent with the agencies’ financial statements and greatly streamline the preparation process. That 
being said, a comprehensive draft of the Financial Report was produced in less than two weeks. 

Progress io Addressing GAO Recommendations 

GAO’s audit enhances the report’s credibility and highlights areas for improvement. The existing 
weaknesses in federal financial management have prevented GAO from being able to fully audit the 
report resulting in the issuance of a disclaimer of opinion. The preparation and audit of the past eight 
reports have revealed many deficiencies and areas for attention. This has resulted in improvements in 
the quality of the underlying financial information and the financial reporting systems and processes. It 
has also led to a better understanding of the government’s financial operations. Through this rigorous 
and continuous process, we will improve our financial management environment and achieve more 
credibility in our financial reporting. Once we have achieved this level of credibility, we will have 
created the solid foundation for a better public understanding of the government’s finances. 

The new process we implemented for the FY 2004 reporting cycle used the agency financial statements 
to produce the Financial Report. Agencies use the Government-wide Financial Reports System (GFRS) 
to reclassify their financial statement line items to the corresponding line items required for the 
government-wide consolidated statements and provide additional information. While further 
enhancements to GFRS are needed. Treasury has laid the foundation for ensuring that the government- 
wide consolidated statements contain the same information as the agency fin^cial statements. As our 
edits of agency data improve, we believe this aspect of the problem can be resolved in future years. 

FASAB requires some disclosures that are not currently included in the government-wide financial 
report. For the fiscal 2004 reporting cycle, FMS asked agencies for data in the new report preparation 
system that relate to these particular FASAB-required disclosures. We are in the process of analyzing 
the 2004 footnote disclosure data submitted by the agencies to determine where the information is 
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material to the financial statements or for evidence that the disclosure is unnecessary due to 
immateriality. FASAB has also launched a project to detennine which FASAB-required disclosures 
would not be necessary in a government- wide financial report. We are working closely with FASAB 
staff on this effort. 

We continue to make progress on the problem of imbalances in intragovemmental transactions and are 
devoting increased attention to help agencies fiilly reconcile these differences. As I testified in July 
before the Senate Committee on Governmental Affairs, FMS has added a new tool to help agencies 
properly identify and record these intragovemmental transactions. The Intragovemmental Reporting 
^d Analysis System (IRAS) is instrumental in classifjdng inter-agency activity and balances. It 
identifies different ways agencies describe the same transaction (one agency records an expense while 
the other capitalizes it). Additionally, IRAS provides information for agencies to help correct reporting 
errors, and assists them in reconciling major differences. IRAS offers a database solution for tracking 
quarterly accounting errors and timing differences and a systematic documentation of the different 
accounting methods used by agencies. Treasury and OMB now require agencies to report and reconcile 
intragovemmental activity quarterly instead of just at the end of the year. These more frequent 
reconciliations have already led to significant reductions in differences in agency reporting. 

Other Improvements 

Supporting the acceleration efforts has been our internal efforts to accelerate our reporting of monthly 
agency data to agency financial managers. The Monthly Treasury Statement, the monthly public source 
of budgetary results, has been accelerated in issuance from the seventeenth workday to the eighth 
workday facilitating agency efforts to verify and use the data in their reports. 

As I have mentioned in the past, we continue with our plans to improve the routine outlay and receipt 
process. Presently we employ a two step process for these budgetary transactions. The first step relates 
to the transactions that record the collection of funds or the disbursement of funds. The second step 
takes those banking transactions and classifies them according to the appropriations authorized by 
Congress. Obviously if these two steps could be combined savings would result. In this case the 
savings would be significant. Estimates are that several thousand financial management staff members 
across government are involved in this classification process. On the outlay side the classification is 
known when the disbursement is requested. To have to go back later and classify these transactions is 
extremely inefficient. The sooner we can eliminate this step the sooner savings and process efficiencies 
can occur. We have a pilot scheduled for this coming fall. If that goes as planned we will be 
implementing this new feature in the coming years to the benefit of every single agency across 
government. 

Conclusion 

We continue to make substantial progress on reaching our objective of effective financial reporting and 
sound financial management. Through the efforts to date, numerous issues have been identified, 
corrective actions instituted and processes changed. Serious challenges remain before we reach our 
objective but we understand our tasks and our commitment to resolving them is firm. As I have 
previously stated, improved financial reporting leads to the ultimate benefit of effective financial 
management. As the stewards of taxpayer funds, our responsibility is to meet the highest standards of 
financial management. 

In conclusion, we have come a long way, our upcoming challenges are significant but manageable, and I 
am confident that we will continue to see real progress. Thank you, Mr. Chairman. This concludes my 
formal remarks. 
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Mr. Platts. We are going to go to the Q and A, and we will 
begin with about 5 minutes for each Member and have as many 
rounds. Good news or perhaps bad news — meaning we will have 
more time for a Q and A — is our next series of votes apparently 
won’t be until about 5 p.m. now, so we don’t have that crunch com- 
ing up at 3 p.m. we thought we may have. 

There are a number of issues I want to get into. I think I will 
start where all of you have touched on up front, the issue of the 
timeframe. While we are pleased to have the information in a more 
time-sensitive manner, the November 15th and then December 
15th for the consolidated statements, the issue of the pros and cons 
of that. The one that seems to be an example is the HUD situation 
where HDD’s auditor put their pencils down November 15th. The 
Department expressed that they believe they would have gotten a 
clean opinion if the auditor could have finished the audit and not 
stopped then. One result of that is HUD will have to re-audit their 
2004 statement when we come back next year and there is another 
expense here. 

Should there be more flexibility? While we are pushing for this 
time, should we have some more flexibility built into that date of 
November 15th? I will throw that out to all three of you. 

Mr. Hammond. I would be happy to start. 

Mr. Platts. Sure. 

Mr. Hammond. I think once you establish deadlines such as 
these, the objective should be to hold firm to them. Our experience 
has found that, while there is a difficult transition to getting to the 
accelerated reporting, once you achieve them the benefits of con- 
sistently making those dates or even further acceleration volun- 
tarily before that really benefits the agency. 

I will give you one practical example of a benefit. Getting the 
management letter report from the auditor in a timely fashion 
early in the fiscal year allows the agency to be able to address 
those issues within the current year, as opposed to if they were re- 
porting in March, not getting that feedback until midway through 
the fiscal year or beyond and then, in essence, being a whole year 
behind cycle in being able to fix those identified areas. 

Mr. Platts. So focusing more on things that the Department of 
Education has done internally to make sure you meet that dead- 
line, as opposed to knowing you may have some window of flexibil- 
ity if you support those internal changes to meet the deadline? 

Mr. Hammond. Absolutely. 

Mr. Platts. Yes. Mr. Walker or Mr. Martin? 

Mr. Martin. I think that we need to stay with the November 15 
reporting date. I think the over-arching goal should be for us to get 
timely financial information so that our managers can use this in- 
formation to make decisions throughout the year and at year end. 
Receiving a clean audit 5 or 6 months after the end of the fiscal 
year, it is great to say you have a clean audit opinion, but it really 
doesn’t do anything to manage the Federal dollars that we collect 
from our taxpayers. So I think we need to stay with that date. I 
think that the agencies that have difficulties making the date once 
they improve their internal control structure and perhaps start 
their audit in February or March as opposed to June or July, I 
think they will be able to make it. 
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Mr. Platts. OK. Mr. Walker. 

Mr. Walker. Two points. One, I see nothing wrong with the No- 
vemher 15 date. The fact of the matter is that people have to end 
up having the right processes, systems, and controls in place no 
matter what the date is, especially if it is an accelerated date. They 
also need to start the audits earlier rather than what they have 
been doing in past years. 

The second aspect is whether or not, you have the date of No- 
vember 15, whether there might be a circumstance in which you 
might allow a particular agency on a business case-by-case basis, 
a little bit of extra time if it would make any difference on the 
opinion they might otherwise receive. 

So my view is that you ought to stick with November 15, but 
that shouldn’t preclude the ability of 0MB, if it so desires, to pro- 
vide a little bit more flexibility on a case-by-case basis where a lit- 
tle bit more time might make a difference, and they have the abil- 
ity to do that now. That is a policy decision. 

Mr. Platts. The issue that may be related to this next year 
when we see the audits — that was a big issue this time. We 
dropped from 20 clean opinions to 18, but if we add in the restate- 
ments and we knock out 7 — we actually drop down to, I think, 10 
maybe clean opinions, maybe about 13 or so; 18 minus 11 is 7; we 
have 7. Let me get my math right here. So we drop down to seven. 
So in appearance we actually went up dramatically if we say they 
were not clean last year and this year we have 18. We really won’t 
know that, because how many restatements will we see next year. 

But that broad issue of restatements, I mean, clearly the fact 
that 11 departments had restatements tells us there is something 
wrong with what we saw from last year. 

If we want to start with what you think the major cause of that 
number of restatements and how do we avoid that next time 
around? 

Mr. Walker. I would speculate two things, and I would ask my 
co-panelists to add their remarks. 

First, it is my understanding that a disproportionate amount of 
the restatements have to do with the reconciliation of the budget 
to the financial statements, and that is a relatively new statement. 
Some people are still having some difficulty in trying to deal with 
it, so one would hope that this situation would improve with time. 

Second, not all agencies have the type of systems, processes, and 
controls in place to be able to deal with accelerated reporting dates 
as effectively as they should be able to. 

I would say those are probably the two biggest contributing fac- 
tors, but I would also like to hear the opinion of my co-panelists. 

Mr. Martin. Well, I believe that internal control material weak- 
nesses contribute, the failure to reconcile accounts in a timely man- 
ner. Heroic efforts, as we have talked about, I think, at previous 
hearings, where the opinions are developed based on brute force, 
I think those lead to restatements. So to the extent that we can im- 
plement the financial management systems implemented, clean up 
our material weaknesses, which 0MB has programs to monitor, 
then I think you will see the number of restatements declining. 

I don’t think it is a trend, and I think that they will continue 
for a variety of reasons, but I don’t think it is a trend and I think 
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that as we can get our arms around internal control issues we will 
see a steady decline. 

Mr. Hammond. Just to add to that, I would agree with both my 
colleagues. I think it really does highlight an issue that is going to 
be one of continuing focus, which is the need to seamlessly manage 
both budgetary data as well as proprietary — what we characterize 
as proprietary or financial accounting information, because to the 
extent that those restatements do stem from the budgetary area, 
it means that the controls leaping back and forth between those 
two sources of data need to be very solid. 

Mr. Platts. Thank you. We are going to move to the ranking 
member, but I want to recognize we have been joined by Mr. Dun- 
can from Tennessee. Thanks for being with us. 

Mr. Duncan. Thank you very much, Mr. Chairman. 

Mr. Platts. Mr. Towns. 

Mr. Towns. Thank you very much, Mr. Chairman. 

Let me again welcome all the new members to the committee. I 
am looking forward to serving with you. 

Mr. Martin, let me begin with you. From your perspective, what 
reforms are actually necessary to improve the longstanding finan- 
cial management problems across the executive branch? What is 
the status of the reforms currently in place? 

Mr. Martin. I think there are a number of initiatives taking 
place right now within 0MB that are focusing on providing greater 
consistency between the various Federal agencies with respect to 
the systems that they use, and I think that long-term these 0MB 
initiatives, not tomorrow, but long-term I think we will see signifi- 
cant improvement across Government based on systems improve- 
ments, internal control improvements. 

I think back to where the Federal Government was 15 or 20 
years ago, I think most of us would never think we would be at 
a point now where most agencies are receiving clean opinions. 

Mr. Towns. Thank you. 

Mr. Hammond, can you update us on the developments and ef- 
forts underway of recovering improper payments referred to you for 
collection? Are there any hindrances or anything that we should do 
here to sort of assist you in being able to recoup that money? 

Mr. Hammond. Our efforts to collect the delinquent debt owed 
the Government, whatever its source, whether it is from improper 
payments or from credit-related programs, are really moving along 
very nicely, in part attributable to the wonderful leadership that 
has come from this subcommittee over the years. 

Last year we collected over $3 billion on behalf of the Federal 
Government through delinquent debt collection activity. That is a 
significant source of repayment, primarily coming from the offset of 
tax refunds. This year the President’s budget has two legislative 
proposals contained in it that would help us to further enhance and 
refine our debt collection activities, and I would look to you all for 
your acknowledgement and support of those two important addi- 
tions to our debt collection program. 

Mr. Walker. Mr. Towns, if I may add a point on that? 

Mr. Towns. Sure. 

Mr. Walker. There is one area that I don’t believe Congress has 
addressed yet that I would put back on the table. Under the 
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Prompt Payment Act, it is my understanding that if the Federal 
Government doesn’t pay certain amounts within a certain time- 
frame they incur certain additional costs and penalties. At the 
same point in time, if the Federal Government happens to pay 
twice for a particular item, the individual who received duplicate 
payment not only does not have to notify the Federal Government, 
but, in fact, they never have to pay interest or penalty if down the 
road it is found out that a double payment occurred. I think we 
need to think about leveling that playing field in this area. 

Mr. Towns. Excellent point. I mean, especially when I think 
about the fact that you mentioned the $7.6 trillion and then the 
$43 trillion. I mean, I think that we need to do everything we can. 

Let me just go to you, Mr. Walker. In your view, what is GAO’s 
continuing role in taking to accelerate progress in financial man- 
agement reform and in developing short- and long-term strategies 
for addressing problems that continue to prevent the U.S. Govern- 
ment from preparing auditable consolidated financial statements? 

Mr. Walker. There is no doubt in my mind that the key players 
are committed to making continued progress in this area. There is 
also no doubt in my mind that the key players are looking for sub- 
stantive wins, not pyrrhic victories. 

The biggest concern that I have, quite frankly, Mr. Towns, is, of 
the three big areas that are preventing us from being able to ex- 
press an opinion on the consolidated financial statements, the one 
I have by far the most concern about is the Department of Defense, 
and I am happy to come back to that if you want. That is the one 
that I still have very significant concerns about. 

Mr. Towns. Thank you, Mr. Walker. 

Mr. Martin, back to you. This year the Government celebrated 
their timeframe for the submission of financial statements from 
agencies to November 15th. Is this perhaps an over-aggressive 
schedule for agencies to meet? Could this be a fact in the decline 
of the number of agencies that received clean audits for the year? 

Mr. Martin. I think that the November 15 date is an appropriate 
date, an appropriate target for all agencies to meet. I think one ele- 
ment that we haven’t talked about that I haven’t read much about 
in terms of meeting that accelerated date is the importance of hav- 
ing all individuals in the agency or department onboard, working 
toward a common goal of meeting that date. That means not only 
the people in the CFO office, but the Inspector General, the audi- 
tors, the program people, everybody in the entire department. I 
think at the Department of Education that is pretty much how we 
get it. So it is not a solo run for myself and my staff. Everybody 
has to say, “We are going to work together. If we have to work 14 
to 16 hours a day for a period to make that deadline, that is what 
we are going to do. If we have to work weekends to make the dead- 
lines, that is what we are going to do.” 

I received a commitment from our IG. We talked and we said, 
“We are going to do this. We are not going to cut any corners. We 
are going to cross T’s and dot the Fs. We are going to do it right 
and we are going to have our people work to make that goal. 

Mr. Towns. All right. Thank you very much. 

Thank you, Mr. Chairman. I have used up my time. 
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Mr. Platts. OK. We will come back around. Thank you, Mr. 
Towns. 

Mr. Duncan. 

Mr. Duncan. Thank you very much, Mr. Chairman. 

Mr. Walker, a few months ago I heard a talk by Charley Cook, 
a very respected political analyst, and he made a very interesting 
statement. He said that people could relate to and get upset about 
$600 hammers and $900 toilet seats and things like that, but he 
said he had never seen a figure over $1 billion that anybody could 
really comprehend. That made some sense to me. 

And then I read in this one article that I was given here. It says, 
“Agencies reported $35.7 billion worth of improper payments in fis- 
cal year 2003, according to the testimony of Mr. McCoy Williams 
of the GAO.” And then I read a few days ago that the Defense De- 
partment couldn’t account for about $9 billion over in Iraq. I guess 
there are two or three questions there. 

First of all, how do we get people to understand how much a bil- 
lion dollars is? I mean, everybody in this room should be shocked 
or horrified by that $35 billion worth of improper payments or the 
$9 billion that couldn’t be accounted for in Iraq. We should be hor- 
rified by that, but we aren’t. 

And then I guess second, how does that happen? How are we not 
able to account for $9 billion? I mean, maybe you could understand 
a much, much smaller figure, but we are talking about huge, huge 
sums here, just staggering amount. 

Mr. Walker. First, Mr. Duncan, the bad news is the $35 trillion 
is $45 trillion for this year, and that is not all the numbers yet be- 
cause not all the agencies have reported yet, but that is an accu- 
rate number for 2003. 

Mr. Duncan. You said trillion twice there. 

Mr. Walker. I am sorry. I am sorry, Mr. Duncan. I am dealing 
in trillions now. I apologize. 

Mr. Duncan. I thought my gosh. 

Mr. Walker. Let me clarify. 

Mr. Duncan. A trillion, a billion. 

Mr. Walker. The number for fiscal year 2003 for improper pay- 
ments was about $35 billion or $36 billion. The number for fiscal 
year 2004 was about $45 billion, and that is not everything because 
not all agencies have reported. 

Second, you are correct that even when you deal with billions, 
much less than trillions, it is hard for people to relate to it. One 
of the challenges you have is to try to convert that number into 
something that people can relate to. 

You mentioned, for example, the Department of Defense. A bil- 
lion dollars for the Department of Defense would fund roughly 
10,000 Army troops. So for every billion we waste, we don’t have 
the ability to fund 10,000 Army troops. So you have to take these 
numbers and convert it in terms that I think people can relate to. 
The $43 trillion number which I mentioned is about $350,000 per 
full-time worker when the average family income in the United 
States is $42,000. It compares to $47 trillion, which is the total ac- 
cumulated net worth of all Americans, including their home equity. 
So we need to put these numbers in terms that people can under- 
stand them. 
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But we have large and growing structural deficits and we have 
to get serious now. We can’t afford to waste anything, although 
waste will never be zero in the world’s largest enterprise, which is 
the U.S. Government. 

Mr. Duncan. Well, it will never be zero, but we sure have to do 
a lot better than what we are doing or we are going to run into 
some terrible, terrible problems. I mean, we are already — you 
know, the Congress voted to raise the national debt to $8.5 trillion 
a few months ago. Now they tell us that the deficit for this year 
is going to be $427 billion, and it is going to be more than it was 
last year. It just keeps going. 

At any rate, do you know about this $9 billion that they were 
talking about a few days ago, how that happened? 

Mr. Walker. Mr. Duncan, GAO right now is doing work to get 
a handle on where the money went for the supplemental, because 
I have zero doubt that it was spent. I do however have serious con- 
cerns on what it was spent on. We haven’t finished our work, but 
there are serious issues being raised. I believe it comes back to 
what I said before: the biggest problem agency in the Federal Gov- 
ernment by far — nobody is even close — on financial management 
and accountability is the Department of Defense. 

Mr. Duncan. Well, when you finish that report I would like to 
see it. May I respectfully suggest, Mr. Chairman, that might be 
something that we need to have another hearing about. 

I especially like your suggestion that these complaints that get 
double payments, they should have to pay penalties and interest 
when that is discovered. You said they are not having to do that 
now, but I think that would be some good legislation that we could 
hopefully bring out of this subcommittee. 

Mr. Martin. Mr. Duncan, let me add to that. 

Mr. Duncan. Yes, either one of you. 

Mr. Martin. With the proper internal control structure and 
elimination of many of those material weaknesses that have been 
identified at DOD, we would know where that $9 million is. 

Mr. Duncan. No, billion. 

Mr. Martin. Billion. He wants to go one way and I will go the 
other way. 

Mr. Platts. Mr. Duncan, your point is very well taken. In fact, 
one of our priorities in our agenda for this session this year is com- 
ing back to the Federal Financial Management Improvement Act, 
which is really to focus on internal controls which will lead us to 
either improper payments or unaccountable payments, so we do 
plan on getting into that issue, and that most recent example is yet 
one more that will relate right on point. 

Mr. Duncan. You know, I mentioned the hammers and the toilet 
seats, but I remember several years ago people all over the country 
got upset over $500,000 they were going to spend on the Lawrence 
Welk Home in South Dakota, and then in your State there was an 
outhouse that the Interior Department built in some park, and I 
think they spent $260,000 on it or something like that, and every- 
body got upset about that. But we need to get upset about this 
$35.7 billion worth of improper payments and this $9 billion that 
was lost in Iraq. As Mr. Walker said, he said he has zero doubt 
that it was spent, but apparently spent improperly. 
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Thank you very much. 

Mr. Platts. We definitely are going to be following up on that 
issue, and your interest and passion on the issue is welcomed with 
the subcommittee. We will look forward to working with you. 

I am going to pick up a little bit out of the order that I was look- 
ing at because I want to come back to the restatement issue, but 
on the improper payments, Mr. Walker, you touched on it, that the 
latest numbers are $45 billion with many agencies, and my under- 
standing is the Department of Defense, some parts of the Depart- 
ment of Defense programs have done an improper payments as- 
sessment but not in total, given the size of that budget over there 
we expect to see. 

Do you or either of our guests, our panelists, have any ^ess of 
where you think we will end up? You know, the $45 million is 
where we start at now for 2004, but I said when you used the word 
“trillion,” when we add DOD in completely we might be at trillion. 
We have heard numbers of $75 billion or $80 billion as maybe ac- 
curate. Any idea? 

Mr. Walker. Since the executive branch has the primary respon- 
sibility to be able to come up with those numbers, I will let one of 
my co-panelists answer that. 

Mr. Hammond. To try to attempt to answer your question, I 
think, from my understanding, I don’t have the information to be 
able to estimate where it will go beyond that which is reported. I 
think clearly, as you are looking at where improper payments are 
likely to come from, what you want to look at is programs that 
have either entitlement design or certain forms of eligibility cri- 
teria, because they become prone to various forms of practice which 
may result in improper payments. And recognize that an improper 
payment may be a double payment. It may also be an under-pay- 
ment. 

Mr. Platts. Mr. Martin. 

Mr. Martin. I think our difficulty is actually trying to identify 
improper payments. At the Department of Education we have initi- 
ated a couple of projects, data mining projects where we look at 
large programs attempting to identify data anomalies. But even 
with those exercises, I am not satisfied that we are really getting 
close to being able to identify accurately improper payments. 

So going down the road, what we are doing at Education right 
now is looking at techniques and procedures to try to get our arms 
around just what is the level of improper payments. Right now we 
don’t know. I think it is an area where we are just getting started. 
It is going to require a lot of work going forward, and it is a real 
front-burner issue with 0MB now. You Imow it is on the scorecard. 
So the short-term challenge for me, and I think for many other 
agencies, is to try to identify what that number is. We are just esti- 
mating, and I am not happy with the estimating techniques so far. 
I think we can do a much better job. 

Mr. Platts. I think of the $45 billion, maybe to have an accurate 
statement, my understanding is $40 billion is over-payments and 
the other $5 billion is under, for a net loss of improper over-pay- 
ments of $35 billion. But we want to not pay too much, but we also 
want to pay what we owe, and we are missing it in a substantial 
way. 
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Mr. Martin, you are CFO of the Department of Education, but 
also on behalf of 0MB and a message to 0MB is the continued 
focus on the improper payments and that it just ties in to the broad 
issue of internal controls. If we have those internal controls we can 
get to the issue of these improper payments. 

I put in perspective Mr. Duncan’s question how do we put these 
terms. When we did the Medicare bill in late 2003, the prescription 
drug plan, the estimates, I used the number of about $45 billion 
per year over 10 years, because we had numbers of 400. We had 
over $500 billion over 10 years, what the cost would be, including 
the transition years. But if you say $45 billion a year, we are talk- 
ing $450 billion every 10 years. The improper payments for 2004, 
$45 billion equals the entire cost of the new prescription drug plan 
for that year. That puts it in perspective for citizens to say yes, 
that is one heck of a lot of money when we talk about funding that 
entire program. To your fellow CFOs and to 0MB in specific, that 
continued focus is important. 

Mr. Martin. Mr. Chairman, I want to say one other thing. 

Mr. Platts. Yes? 

Mr. Martin. Going back to our data mining project, I would say, 
you know, we talk about estimates, but in terms of actual erro- 
neous payments where we paid a vendor, say, the wrong amount 
of money, I think what we identified was less than $100,000 where 
there were actual — out of millions, billions. So from that standpoint 
it is good, but still I say we have a lot of work to do. 

Mr. Platts. It is one of the I will say legacies of my predecessor. 
Chairman Steve Horn, on this subcommittee in pushing that legis- 
lation through in his final term here in Congress that I think long- 
term is going to really go a long way to cleaning up our financial 
house. 

I am going to yield to Mr. Towns if you have other questions. 

Mr. Towns. Thank you, Mr. Chairman. 

Mr. Walker, what impact does information security weaknesses 
have on Federal operations and safeguarding Federal assets? And 
why is it important for agencies to establish a comprehensive secu- 
rity management program? Can you provide us with any specific 
examples of an agency making progress in strengthening their in- 
ternal controls for financial management systems, because this 
seems to be a problem. 

Mr. Walker. First, like anything in life, if you don’t have a plan 
you are going nowhere fast and you are not going to be able to 
solve your problem, so it is important to be able to have a com- 
prehensive and integrated plan in order to make progress. In the 
absence of having a plan and effectively implementing a plan, you 
have Government assets that are at risk of inadvertent or delib- 
erate misuse or loss. You have financial information that could be 
modified or destroyed. You have sensitive information that could be 
inappropriately disclosed. And you have critical Government oper- 
ations that could be subject to disruption. So there are a lot of sig- 
nificant adverse consequences, some of which can be quantified in 
dollar terms and some of which don’t lend themselves to being 
qualified in dollar terms. 

Mr. Towns. I have also concerns actually relating to the lending 
and credit activities within many of our Federal agencies, particu- 
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larly in light of your findings. Efficiencies in determining the costs 
of certain lending programs and the value of related loans — can 
you speak to the material problems facing the agency community 
and how to adequately determine credit programs’ cost? 

Mr. Walker. I will mention something briefly, but I might have 
to provide something more for the record. 

The issue of credit cost is to properly analyzing that, properly ac- 
counting for that, is a matter of increasing concern, one in which 
we are continuing to do work on. It is one that we have done some 
reporting on in the past, and if it is OK with you, I would like to 
be able to provide something for the record on that. 

Mr. Platts. Without objection. 

Mr. Walker. Thank you. 

[The information referred to follows:] 
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GAO Work on Credit Program Costs 

Export-Import Bank: OMB’s Method for Estimating Bank’s Loss Rates Invoives 
Challenges and Lacks Transparency, GAO-04-531, September 30, 2004. 

Student Consolidation Loans: Further Analysis Could Lead to Enhanced Default 
Assumptions for Budgetary Cost Estimates, GAO-04-843, August 20, 2004. 

Smali Business Administration: Model for 7(a) Program Subsidy Had Reasonable 
Equations, but Inadequate Documentation Hampered External Re\'iew, GAO-04-9, March 
31,2004. 

Department of Education ’s Federal Direct Loan Program: Status of Recommendations to 
Improve Cost Estimates and Presentation of Updated Cash Flow Information, GAO-04- 
567R, March 29, 2004. 

Student Loan Programs: Lower Interest Rates and Higher Loan Volume Have Increased 
Federal Consolidation Loan Cost, GAO-04-568T, March 17, 2004. 

Student Loan Programs: As Federal Costs of Loan Consolidation Rise, Other Options 
Should Be Examined, GAO-04-101, October 31, 2003. 

Maritime Administration: Weaknesses Identified in Management of the Title XI Loan 
Guarantee Program, GAO-03-667, June 30, 2003. 

Small Business Administration: Accounting Anomalies and Limited Operational Data 
Make Results of Loan Sales Uncertain, GAO-03-87, January 3, 2003. 

Multifamily Housing Finance: Funding FHA's Subsidized Credit Programs, GAO-02-323R, 
February 1, 2002. 

Small Business Administration: Section 7(a) General Business Loans Credit Subsidy 
Estimates, GAO-01-1096R, August 21, 2001. 

Department of Education: Key Aspects of the Federal Direct Loan Program 's Cost 
Estimates, GAO-01-197, January 12, 2001. 

Department of Veterans Affairs: Credit Costs and Risks of Proposed VA Small Business 
Loan Guarantee Program, GAO/GGD-00-158, June 30, 2000. 

Small Business Administration: A Review ofSBA 's Estimate of Impact of Legislative 
Proposals for the 7(a) Loan Guarantee Program, GAO/RCED-0049R, December 16, 1999. 

Credit Reform: Key Credit Agencies Had Difficulty Making Reasonable Loan Program 
Cost Estimates, GAO/AIMD-99-31, January 29, 1999. 
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Mr. Towns. Thank you very much. 

Let me just go to one other thing. Mr. Walker, when you testified 
before us last year I remember I commented on how we had leveled 
off in the number of clean audits given in comparison to the prior 
year. This year we seem to be reversing that course without taking 
into account the number of agencies that are restating prior audit 
results. Are there any broad-based themes among the five agencies 
that received qualified or disclaimers on their audits? Can you tell 
us what specific actions may be taken in the short term to increase 
our numbers of clean audits among — forget about DOD. Forget 
about that. 

Mr. Walker. It is only about $100 billion, not counting the sup- 
plemental. 

Mr. Towns. If you can. 

Mr. Walker. Sure. I will be happy, Mr. Towns. 

First, to set the record straight, while there are 18 agencies that 
received clean opinions in 2003, 11 of those were restated as a re- 
sult of the 2004 financial reports, but of those 11, 4 didn’t get a 
clean opinion last year, so in reality it is 11 rather than 7. 

Mr. Towns. Right. Exactly. 

Mr. Walker. Although for the record, 18 minus 11 is 7. And I 
will even certify that. But in any event, I think the common de- 
nominators are some of the things that we touched on earlier: not 
having effective systems and processes, not having appropriate con- 
trols, not being able to do work earlier in the year, not having the 
total team committed to getting things done within the appropriate 
milestones, and then some of the challenges that have been associ- 
ated with reconciling budgetary results with the financial state- 
ment results. I believe those are the ones that are the primary 
challenges we need to continue to work on. 

Mr. Towns. Right. Thank you very much. 

Let me just ask you very quickly, Mr. Martin, it seems to me 
there are issues concerning the quality of audits received by agen- 
cies. Can you cite for us any particular concerns regarding the 
agency audit process you have noted during your tenure? Are there 
specific shortcomings or deficiencies within the agencies in order to 
meet the information requirements for auditors to complete their 
work? 

Mr. Martin. I think there are numerous impediments to the 
auditors completing their work. I guess on the Government-wide 
audit there are what we call “scope limitations” because the infor- 
mation on the financial statements was not provided to the audi- 
tors in a timely manner so that they didn’t have the opportunity 
to review a final set of statements, for example. 

So there are issues with the auditors not being engaged in a 
timely manner. Say, for example, we at the Department of Edu- 
cation didn’t get our books closed and our August statements done 
until October, then there is no way the auditors would have enough 
time to meet an November 15 deadline. 

So the agency has a responsibility to produce statements in a 
timely manner, which goes back to the issue of having good finan- 
cial systems so you can generate statements monthly. If you can 
do that with the proper controls, then you can ask your auditors 
to come in and start their audit work in February or March. Or, 
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as is the case in many corporations, the auditors never leave. They 
are there year-round. We essentially invited our auditors to come 
in year-round if they wanted to, if that would help us meet the No- 
vember 15 date. 

Mr. Towns. All right. 

Thank you very much, Mr. Chairman. I see my time has expired. 

Mr. Platts. Thank you, Mr. Towns. 

I am going to come back to the restatement issue, which will lead 
me into internal controls and the quarterly reconciliation issue. 

Mr. Walker, in your written testimony you reference the range 
of restatements going from a few million dollars to $91 billion, and 
I wasn’t sure what your reference was there. You talk about re- 
statements to CFO Act agencies for fiscal year 2000 ranged from 
correcting two line items on one agency’s balance sheet to numer- 
ous line items on several. The amounts range from several million 
dollars to over $91 billion. The $91 billion, can you expand on that? 

Mr. Walker. Mr. Chairman, that $91 billion was the Depart- 
ment of Health and Human Services, and that was an adjustment 
that was necessary with regard to that statement of budgetary re- 
sources that I mentioned before. 

Mr. Platts. So that is one of those where hopefully we won’t 
see — they are just getting transition to how to handle that rec- 
onciliation, that will be fewer and fewer need for restatements in 
the future as they get better experienced at that? 

Mr. Walker. That is our hope and expectation. 

Mr. Platts. OK. Thank you. 

We have talked a lot kind of internal control issue, and we were 
at the committee delighted with OMB’s Circular A-123 trying to 
strengthen internal controls. As you are aware, I sponsored the 
DHS financial accountability legislation where we are requiring an 
audit of their internal controls because of where they are starting 
at, 22 agencies with many material deficiencies, and trying to get 
it right up front rather than coming back down the road and cor- 
recting it, so requiring that audit. We did not include in that legis- 
lation that every CFO agency has to have an audit of internal con- 
trols. 

My question for the three of you would be: on the A-123 circular, 
does it go far enough, in your opinions, or should we go further and 
be looking at audits of internal controls for all agencies, knowing 
that there is a substantial additional cost for that requirement? 

Mr. Martin. I guess I wouldn’t recommend audits for all agen- 
cies. I think in some instances it might be appropriate, but a cost/ 
benefit of doing that I think is not there. So I would say as a gen- 
eral proposition no, I wouldn’t recommend it for all agencies. 

Mr. Platts. Do you believe that the circular requirements go far 
enough in establishing when you should go farther? 

Mr. Martin. Yes, sir, Mr. Chairman, I do. 

Mr. Platts. Mr. Walker or Mr. Hammond. 

Mr. Walker. This is an issue that I expect for the principals of 
the Joint Financial Management Improvement Program to deal 
with. One of the issues that is on our agenda is to look at the Sar- 
banes-Oxley Act, which applies to the private sector, and to be able 
to discuss whether and to what extent any of those provisions 
should be applied to the Federal Government. 
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I would note for the record that while we are not required to do 
it, the GAO for years has voluntarily expressed an opinion on the 
system of internal accounting controls for the entities that we 
audit, not only the consolidated financial statements of the U.S. 
Government, but the IRS, the Bureau of Public Debt, the FDIC, 
and soon to be released the Securities and Exchange Commission 
for the first time. 

So I do think it is something the principals need to talk about. 
I think we have to think about where does it make sense and 
where does it not. 

Clearly, every Federal agency it doesn’t make sense, and so I 
think we need to think about value and risk, cost/benefit, and hope- 
fully we will make some progress on it. 

Mr. Platts. Mr. Walker, would you think that an agency like 
DOD, which has significant internal controls, it should be more 
likely a requirement, or is it an overwhelming task where they 
stand, where it wouldn’t be effective at this point in time? 

Mr. Walker. Ultimately I believe that would be an agency where 
it would likely meet the criteria, where it would be something you 
would want to do; however, I think we have to keep in mind right 
now and for the foreseeable future it is likely that the DOD is 
going to end up issuing an annual statement, which it is allowed 
to do by law, which basically says they are unauditable. 

Clearly, they are going to have to focus on their systems, proc- 
esses, and controls in order to be able to get in a position where 
they are auditable. But you wouldn’t achieve much by telling them 
they have to obtain an opinion on their internal controls now be- 
cause they can’t even get an opinion on their financial statement. 

Mr. Platts. Right. 

Mr. Martin. 

Mr. Martin. I think you will find if you look at the 0MB cir- 
cular, what it really reflects is a very thoughtful approach to imple- 
menting Sarbanes-Oxley at a Federal level to get started. It allows 
for an incremental review and implementation based on the nature 
of the agency, and I think, Mr. Chairman, it gets to exactly the 
point you are after. It focuses attention where attention is needed 
and doesn’t cast an overall blanket affecting everyone and spread- 
ing that cost. 

Mr. Platts. And takes that cost/benefit approach. 

Mr. Martin. Exactly. 

Mr. Platts. OK. 

Mr. Hammond. Mr. Chairman, it is highly likely that if one was 
to try to attempt to conduct an audit of the system of internal ac- 
counting controls for the Department of Defense that it would like- 
ly be an adverse opinion if you got an opinion at all. 

Mr. Platts. All right. And that issue, Mr. Walker, your staff is 
going to be with us next week for a hearing on this issue in greater 
detail, and it is something we are going to stay with because inter- 
nal controls, I have come to believe — now I am starting my third 
year as Chair — is so critical to everything we have talked about, 
and so the greater our focus on that. That is why, with the Federal 
Financial Management Improvement Act, we are kind of trying to 
revitalize that, focus on that, and hand-in-hand with the 0MB cir- 
cular, that we hopefully will make some progress. 
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Mr. Hammond. I agree with you, Mr. Chairman. Internal con- 
trols are absolutely critical. 

Mr. Platts. On extension of restatement, I was trying to find in 
my notes — I marked up all your testimonies and have too many 
notes to find what I was looking for, but, Mr. Walker, I think it 
was in your testimony talking about reconciliation, or it might have 
been Mr. Hammond, and the number of agencies that are not rec- 
onciling quarterly as they are supposed to. Was that in your testi- 
mony? 

Mr. Hammond. I presented some figures, Mr. Chairman, on the 
nature of reconciliation having to do with the improvement in fund 
balance reconciliation over time, as well as what we have been 
learning from the reconciliation dealing with intra-governmental 
activity. What we have learned there is that there are a significant 
number of agencies that are out of balance on intra-governmental 
activity, that number is getting smaller, and what has allowed it 
to get smaller is our ability to focus in on the specific items, under- 
stand the nature of the differences, give the agencies information 
that they can work with and work backward from. 

What we have learned is that the situation is probably worse 
than we thought when we started this, but it has gotten better in 
the last year and a half as we have been able to address it, which 
is a difficult place to be in but it is an interesting realization for 
us to understand how this information fits together and be able to 
work back to understand how to get rid of the difference. 

Mr. Platts. You helped me get ahead of what I wanted to get 
to, and it was actually in Mr. Walker’s specific testimony, but it re- 
lates to the intra-governmental transfers, and that was one of the 
issues I was going to move to, the size of the problem there, but 
that we are making progress. As we have talked before, there is a 
belief that you have identified it now, what is driving it, and that 
a year from now we should see less problems within that area of 
intra-governmental transfers. 

Mr. Hammond. Yes. In fact, if I could split that problem into 
three pieces for an understanding, I think it is very helpful for me. 

One is there are certain proprietary accounts — for example, in- 
vestments that one agency may have on the books of the Treasury 
Department. They are very discrete. It is an area once we isolated 
it we are able to find the differences, and for all practical purposes 
we have resolved all those remaining differences in those areas. 

We have a second set of activity which is the commercial type of 
activity that takes place between agencies. It is a little less dis- 
crete. This is buying and selling goods or services between an agen- 
cy or paying rent or buying IT services. 

The difference there may stem from timing, it may stem from ac- 
counting methodology, but fundamentally the only way to fix that 
area is to get the agencies together to work up a common solution 
and a standardized approach to dealing with it. It is not the type 
of area that can be resolved unilaterally. 

And then the third area, which is the one that we really have 
to come to grips with, has to do with the transfers of spending au- 
thority between agencies. In essence, this is the whole way that the 
budgetary account system ties in behind the proprietary systems. 
That is a much more difficult task at this point, understanding how 
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these flows be able to be matched up and eliminated between, in 
essence, the centralized source of those transfers as well as the 
agency that ultimately ends up using those. 

Mr. Platts. And the prognosis for all three? I mean, the first ob- 
viously we are in good shape. The second two is where we are still 
working. 

Mr. Hammond. The second one there is a considerable willing- 
ness on the part of the agencies to deal with this because it does 
reflect — it ties back. That is the nice thing about the subject we are 
dealing with is that everything is inter-related, and what agencies 
are discovering is that some of those restatements tend to the 
treatment of budgetary activity which tend to the controls over the 
way they do business between agencies, so there is a vested inter- 
est in understanding where that comes from and resolving it at the 
agency level. 

The third problem is actually a problem in need of a solution, 
and that is where we are going to spend some considerable time 
over the next few months. It is not one yet that we have been able 
to isolate what we think would be the answer for solving it. Once 
we do that, I suspect it is going to be pretty straightforward. But 
because of the nature of the way appropriations are created and 
moved, it is a little more technically challenging just to get our 
arms around it. 

Mr. Platts. As you move forward, we welcome that dialog as you 
try to identify that solution for that third aspect and how you are 
going to move forward with a solution once it is identified. 

Mr. Hammond. I would be happy to. 

Mr. Platts. My followup is to you, Mr. Hammond. Really it re- 
lates to Mr. Walker’s testimony about the requirement of 0MB and 
Treasury that the CFOs of 35 departments and agencies reconcile 
on a quarterly basis. What caught my attention was the statement 
that a substantial number of these agencies did not fully perform 
the required reconciliations for fiscal years 2003 and 2004. With 
there being a Treasury requirement, I guess I have two questions. 
One, why didn’t they? And what repercussions were there for not 
doing what they are required to do? 

Mr. Hammond. Those are excellent questions. The primary rea- 
son they didn’t reconcile, as I understand it, stems from the fact 
that those transactions that were unable to be reconciled fall into 
that second category of activity: agency commercial activity be- 
tween each other. That commercial activity is frequently done at a 
detailed sub-level and there is not sufficient information available 
easily between agencies to be able to match up that activity to be 
able to reconcile it. That is a solvable problem. 

Mr. Platts. How long have they been required to reconcile quar- 
terly? 

Mr. Hammond. For about a year. 

Mr. Platts. So that is new. So it is fair to say this time around 
it is a newer requirement so they didn’t have the detail they need- 
ed; but if a year from now they still can’t reconcile because they 
don’t have the detail required to reconcile, then there is a little 
more responsibility that they are not fulfilling? 

Mr. Hammond. Right. Exactly. And that would be a more fun- 
damental problem, because what we do is we provide not only the 
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tools and the information, but we also provide feedback. We pre- 
pare, in essence, a report card type of format of agency perform- 
ance on our reporting requirements at the end of the year, which 
we then send back to the CFO of each of the agencies. 

So if you were to see a situation where it would constantly stay 
the same, that would be indicative of a need for further attention 
at the agency level, and I think both 0MB and Treasury would be 
committed to try and followup on that. 

Mr. Platts. Thank you. 

Mr. Towns, did you have any other questions? 

Mr. Towns. Yes. 

Mr. Platts. Sure. 

Mr. Towns. This would be to you, Mr. Martin. I am trying to un- 
derstand so we can be helpful along the way, and I really, really 
mean that. Maybe you can sort of help me through this process a 
little. 

Many agencies place extensive reliance, as I understand it, on 
contractor support to prepare the financial statement. I would 
think that would affect the agency’s ability to build and sustain a 
long-term financial management capability. Don’t they have to take 
bids and then, if the contractors don’t do what — I mean, walk me 
through this process. I am trying to make certain I fully under- 
stand every aspect. 

Mr. Martin. I think what you will find at our department and 
probably throughout Government is that contractors are, especially 
in the IT area and the accounting area, that there is significant 
level of contractor participation, and what we are trying to do at 
the Department of Education essentially is to wean ourselves from 
this kind of contractor support. 

I looked at some of my senior CFO staff a couple of years ago 
and I said, “Bring in the resumes. I want to see the resumes of the 
contractors and I want to see the resumes of our staff.” Our people 
are just as good on paper, and in many instances better, than the 
contract staff. So I said to my folks, “Why do we need contractors 
to do this work? Let me know how many contract hours we have, 
and starting now we are going to reduce the number of contract 
hours so we are not dependent on those people. You folks should 
be able to produce financial statements without significant contrac- 
tor intervention.” 

Mr. Towns. So my concern is real? 

Mr. Martin. You are right on point. 

Mr. Towns. Thank you. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. Platts. Thank you, Mr. Towns. 

As you were correcting the record for our accuracy on math, I ref- 
erenced the FFMIA Act next week. We are actually doing the Fed- 
eral Managers Financial Integrity Act next week, FMFIA. My staff 
director said we have talked openly about one of our efforts of the 
committee this year is reorganizing the dozen or 15 different finan- 
cial management acts of the last 20 years into a more cohesive and 
easily understood and implemented plan for all of our financial 
managers throughout the Federal Government. One benefit would 
be to get rid of all the acronyms so I don’t get myself confused here. 
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On that point, that reorganization effort, we are certainly going 
to look for insights and guidance from all three of you and your 
agencies and your experience as we look to try to bring all this to- 
gether in a more efficient way. 

I want to turn. Mr. Walker, we have touched on, in a minimal 
sense but regularly throughout today’s hearing, on the Department 
of Defense and that 600-pound gorilla out there that we need to 
deal with if we really want to get a clean opinion on the consoli- 
dated Federal Government statements. One of the issues there as 
chief management officer and your staff and your office has been 
working with the committee on how to approach that issue. I was 
wondering if you could give us your emphasis or arguments on the 
importance in moving in that direction. We talked a little bit before 
we started the hearing. And then if there is an update where GAO 
stands on maybe proposed legislation language, that would be 
great. 

Mr. Walker. First, based upon our latest update of GAO’s high- 
risk report, which we issued in the last week of January of this 
year, DOD now has 14 of 25 high-risk areas; 8 are DOD only, and 
they also share the six Government-wide areas. That is two more 
than they had last year. And several of these have been on the list 
since the beginning. 

I have become convinced, along with my colleagues at GAO, that 
a number of things are going to have to happen in order for DOD 
to effectively deal with these high-risk areas, of which financial 
management is but one and it is related to a number of other ones, 
such as the modernization of their information systems, etc. 

One of the things that I believe is that if you go to the Depart- 
ment of Defense and you ask them who is in charge, who is respon- 
sible, who is accountable, who is qualified, who is resourced, and 
who is in the right position to be in charge of business trans- 
formation, I don’t know that you would get an answer. Or if you 
did get an answer, you wouldn’t get a consistent answer. That is 
a problem. 

We need to recognize the reality that it will take years to address 
DOD’s high-risk areas, and it will take the sustained attention of 
a highly qualified individual with a proven track record of success 
in dealing with these types of issues over a sustained period of 
time. 

Our view is that one way to go about that is to create a new posi- 
tion. You could call it “Chief Management Officer,” or you could call 
it “Chief Operating Officer.” The words shouldn’t matter, but it 
needs to be somebody at the Deputy Secretary level for manage- 
ment. A position that is not a substitute for but a complement to 
the current Deputy Secretary position. We need somebody with a 
proven track record of success in both the public sector and the pri- 
vate sector who woule focus on various fundamental business 
transformation efforts. 

We need to have somebody, I believe, who has a term appoint- 
ment, e.g., 7 years, because history has shown that, irrespective of 
whether you are in the private sector, the public sector, or the not- 
for-profit sector, on average it takes 7 plus years to effectuate a 
needed transformation, and in the Government it takes longer be- 
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cause it is not used to changing as much, much less the Depart- 
ment of Defense with so many layers and levels and systems. 

We also ought to have a performance contract for that person. I 
am pleased to say that the Defense Business Board, which advises 
Secretary Rumsfeld and Deputy Secretary Wolfowitz, of which I am 
an ex officio member — and I will go to one of those meetings to- 
night and tomorrow — has recommended that the Department of 
Defense establish such a position. 

While the Department of Defense could theoretically do this ad- 
ministratively by taking one of their current allocations, you can’t 
achieve certain things administratively. You can’t necessarily 
achieve the type of stature, the term appointment that I believe is 
important, nor can you institutionalize the issue. 

There is no question in my mind that Secretary Rumsfeld on 
down is committed to trying to deal with this problem. There is ab- 
solutely no question in my mind on that. But, quite frankly, they 
have a lot of other things they are having to deal with and there 
are enough things going on day to day that each of the Under Sec- 
retaries and Assistant Secretaries and Service Secretaries have to 
deal with, and everybody is focused on their own silo or line item. 
We need somebody who is focused full time to make this happen. 

As far as the audit, while the DOD has a goal, they don’t have 
a comprehensive, integrated, and credible plan with appropriate 
milestones and accountability mechanisms to achieve this goal. In 
orer to achieve a goal you need to have a plan, and they don’t have 
one yet. They need one. And when they approach it, they are going 
to have to approach it in a matrixed fashion. They are going to 
have to work over time to try to get more entities that can get 
clean opinions and more line items that are cleaned up so that over 
time they will move to where they will get a qualified opinion, and 
hopefully before the end of my term a clean opinion. 

Mr. Platts. Before I continue I want to recognize we have been 
joined by our subcommittee vice chairlady, the gentlelady from 
North Carolina, Virginia Foxx. We are delighted to have you with 
us. 

Ms. Foxx. Thank you, Mr. Chairman. I am sorry there was a 
conflict and I am late. 

Mr. Platts. As a new member here, you will find that we are 
called upon to be in four spots at once on a regular basis, so we 
are delighted to have you be with us and look forward to working 
with you and with our ranking member, Mr. Towns, as we go for- 
ward. 

Mr. Walker, I want to followup on what you have already said. 
I share your belief. We have had great efforts. You look at Sec- 
retary Rumsfeld September 10, 2001, when he lays out his prior- 
ities, one of which that day is financial management at DOD, and 
the events of the next day understandably run the course here and 
dominated their challenges. I think that is one of the challenges for 
Deputy Secretary Wolfowitz. Their priority, as it needs to be, is 
fighting war and winning war. While they have a great intent and 
had some good people — Dov Zakheim and others — the fact of that 
turnover, the CFO, the Deputy CFO, the Deputy Under Secretary 
for Management, all those things have led — I think you said ear- 
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Her, a well-intended goal, but without a plan or ability to move for- 
ward to reach the goal. 

I look forward to working with you again, when CMO or what- 
ever office or title we want to have. One of the things you men- 
tioned, though, in creating it was doing it statutorily instead of ad- 
ministratively, which I agree with because of that permanence if 
you do it administratively. You can say we are going to do it for 
a 7-year term, but change of administrations one way or the other 
is going to be a change in 3-plus years from now, whether that con- 
tinues if we do it statutorily. 

You also mentioned performance contract. Could you expand on 
what you envision there? 

Mr. Walker. Yes. A performance contract wouldn’t require a 
statutory provision, but the concept being that this person would 
be responsible and accountable for making sure that comprehensive 
and integrated plan was developed, that there were key milestones, 
and that appropriate accountability mechanisms are in place. I 
think it would be appropriate to consider having some type of per- 
formance contract whereby the individual would be held account- 
able for achieving those key milestones, obviously with appropriate 
accountability for other parties that are contributing, as well. That 
should affect how much they get paid, and it also should affect 
their job security. 

Mr. Platts. I appreciate that because it kind of goes to my ques- 
tion about reconciliation issues. I asked what are the consequences. 
One of the challenges, I think, when we try to analogize Sarbanes- 
Oxley and other issues of the private sector to public sector is in 
my 2 years I have found that we often aren’t doing what we are 
supposed to be doing, what statues require in the area of financial 
management. Where there is a carrot/stick aspect to that would be 
important. 

On the issue, update where you stand on proposed language. Still 
in the early 

Mr. Walker. We are very close. We are happy to provide tech- 
nical assistance to the committee in that regard. 

Mr. Platts. We greatly appreciate it and look forward to moving 
forward on that issue with you, because it is something that for 
DOD in particular, and as I have said when we have had NASA 
here and DOD, helping them to clean up their financial house is 
going to allow them to focus more efficiently and effectively on 
their primary missions, whether it be going to space with NASA or, 
you know, the efforts of defending our Nation at DOD. 

Virginia, did you have anything, any questions? 

Ms. Foxx. Not at this time, Mr. Chairman. 

Mr. Platts. Not at this time? OK. 

I want to come back to one other issue, Mr. Walker, you touched 
on, and I know you probably spent a fair amount of time maybe 
at the Budget Committee today. When we talk about that $43 tril- 
lion of liabilities that are out there, we could probably spend days 
on all of them. Social Security though is one that is on the front 
burner, and a lot of discussions in your testimony. You also gave 
to us a copy of your statement, which I appreciated receiving, your 
address a week or two ago with State and local governments and 
some of the challenges out there. You referenced that you want to 
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go into more detail in your question and answer period, and I obvi- 
ously wasn’t there for that. 

When I read your testimony and the need for changes, some of 
the ideas that are out there such as the wage index for initial cal- 
culation of benefits, you know, the cap on the payroll tax at roughly 
$90,000, the idea of personal accounts, could you touch on those as 
you read what ones we should focus on most, or combination of, or 
you think is going to allow us specifically for Social Security to get 
on the right track? 

Mr. Walker. As you know, Mr. Chairman, GAO has done quite 
a bit of work in this area already. I expect that we will be doing 
some more. We have come up with criteria that we believe any So- 
cial Security reform proposal should be evaluated based on in order 
to make sure that it is a level playing field and a fair and balanced 
analysis. 

As you know, I used to be a trustee of Social Security and Medi- 
care from 1990 through 1995, so I am pretty deep on these issues. 

One of the things that you referred to me before that I noted in 
my speech at the National Press Club last week was I really be- 
lieve that, while Social Security does not face immediate crisis, it 
does face a large and growing financing problem that is getting big- 
ger every day, and it would be prudent to address sooner rather 
than later. I think one reason is because Social Security is only 
$3.7 trillion of our $43 trillion challenge. 

The other thing that I mentioned was I believe that Congress has 
an opportunity, working with the President, who obviously would 
have to sign the bill, to exceed the expectations of every generation 
of Americans in doing Social Security reform. You don’t have that 
opportunity in Medicare. You do have that opportunity in Social 
Secretary. 

The reason I say that is if you take individuals at a certain age 
or older — the President has suggested 55, but that may or may not 
be the right age — and you say those individuals will not be affected 
in any way, shape, or form, they will get the current deal, and 
those are the ones who are most concerned because they don’t have 
time to make adjustments. 

If you then take people younger than whatever age you select — 
for example. Baby Boomers, Generation X, Generation Y — you 
could make progressively greater changes, whether it be on the re- 
placement rates, the retirement ages, the indexing formulas, what- 
ever, but progressively greater changes the younger you are but 
phased in over a number of years, you can end up giving everybody 
more than they think they are going to get — not necessarily more 
than has been promised, but more than they think they are going 
to get. 

For example, my father, who is retired, is going to get every 
dime. I am assuming there is going to be some hair cut to my bene- 
fits. My children are assuming there is going to be a bigger hair 
cut. The fact of the matter is that if we act soon there is an oppor- 
tunity to make more modest changes than otherwise will have to 
be made, and hopefully it will give us some credibility and some 
confidence to start dealing with some of the bigger challenges that 
are going to be a lot tougher to deal with, are going to take many 
years, and where you are not going to exceed the expectations of 
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potentially any generation. The prima facie example of that is 
Medicare. 

Mr. Platts. And your point of building credibility is one that I 
think is so important, because these issues politically have been 
that third rail — Social Security, Medicare there now as well. If we 
are able to take on the issue — and Mr. Hammond referenced earlier 
the third category of intra-governmental. A problem in need of a 
solution goes to Social Security. We should all agree that it is a 
problem. The question is: what is the solution and how do we go 
about implementing it? If we can get to that discussion, it is a lot 
more likely to be a policy focus instead of partisan focused, as it 
is currently. But if we do right on Social Security, then we will 
have that trust of the people so when we take on Medicare and 
that huge unfunded liability, that we can do it in a way that will 
do as best we can by everybody in a fair and honest fashion. 

I use my own family, the debate between 2042, which is in the 
consolidated financial statements, versus 2052 in CBO. I said my 
daughter is 5. She doesn’t get retired until at least 2067. Either 
date, we have a problem. And I have got a Mom who is 71 who 
is already there. So I am looking at it from a sense of protecting 
those there and doing right by those who are many, many decades 
away from getting there. 

Your frankness on this issue, not just in the past month but for 
many years, is — I am sure you have felt like you are crying out and 
no one was listening. Well, finally we have a President and I hope 
House and Senate that are closely listening to the message you 
have been conveying and documenting so effectively and are going 
to act. 

I think President Bush has said — and I had the pleasure of being 
with him yesterday, about 15 of us House Members — in the end 
people respect if you are willing to take on problems and actually 
present solutions and are willing to act to solve problems, as op- 
posed to just passing them on, which is, as you have well told us, 
what we have been doing for years. 

Ms. Foxx. 

Ms. Foxx. Yes. Mr. Walker, I appreciate very much what the 
chairman was just saying. Not having had the privilege to have 
heard you before, I wonder if you are saying you wouldn’t charac- 
terize it as a crisis. That seems to be what the popular press picks 
up in a lot of cases is that it is no crisis, therefore we don’t need 
to deal with it. The chairman is indicating that you have tried in 
times past to indicate to people that there is a real problem. 

Do you have any other suggestions? Or you may want to tell me 
this later if you have already said it in the meeting. How do you 
get people’s attention. If you don’t want to call it a crisis, then how 
do you get people’s attention that if nothing is done it soon will be- 
come a crisis? 

Again, I don’t need you to go into great detail, but it is obvious 
you have given it some thought. 

Mr. Walker. The first thing is before you can solve a problem 
there has to be broad-based consensus that there is a problem that 
needs to be solved, and there also has to be at least majority agree- 
ment that — I mean on both sides of the aisle, a majority of total 
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members and of the population hopefully — that believe that it is 
prudent to act sooner rather than later. 

I would be happy to provide you and your office my testimony be- 
fore the House Budget Committee — I will give you one today. It 
lays out a number of reasons why it is prudent that we act sooner 
rather than later. 

The biggest reason is you can look at it micro or macro. On a 
micro level, the sooner you act the less dramatic the changes have 
to be, the more time you have to phase it in, because time is cur- 
rently working against us. The problem is getting bigger every day 
because of known demographic trends. 

From a macro standpoint, this is a small downpayment on the 
work that has to be done. It is $3.7 trillion out of $43 trillion. We 
need to start solving some of these long-range imbalances. With So- 
cial Security you have the potential to exceed the expectation of all 
generations of Americans, that sounds like to me it could be a win. 

I think part of the problem is there has been too much focus on 
individual elements of a possible proposal like, for example, indi- 
vidual accounts. I mean, individual accounts may or may not be 
part of a comprehensive solution to Social Security, but even if they 
are, they are only going to be a piece of a package and other things 
have to happen in order to assure the solvency and sustainability 
of the system. 

I have been very concerned because there is no doubt in my mind 
I believe that a clear and compelling case can be made that it is 
prudent to act now. At the same point in time, we are not off on 
a very good foot because it is too partisan, it is too ideological, and 
it is too focused on individual elements of a potential reform pack- 
age rather than reaching the first objective. The first objective is 
to obtain agreement that we have a problem. It is a large and 
growing problem. We need to solve it, and it is prudent to solve it 
sooner rather than later. Once we are there, then we can talk 
about how best to go about that, what are the possible elements 
and related tradeoffs, what are the pros and cons. 

I honestly believe, based on my experience as a trustee, and 
being on two Social Security Reform Commissions in the past, hav- 
ing b^een involved in national town hall meetings around the coun- 
try on these issues in the past, that the American people are a lot 
smarter than many give them credit. I give them a lot of credit. 
I am sure you all do, too. They are very smart. You give them the 
facts. You speak the truth. They will empower you to act. 

Mr. Platts. And that education process, what the problem is 
today is a critically important first step, because I describe it as a 
problem that we need to address. If we don’t, it will be a crisis for 
when we reach that 2018 or 2042, whatever year in the future it 
will become a crisis if we don’t address the problem we have today. 

Mr. Walker. That is true, and part of the problem is that many 
times Government historically has not addressed issues until a cri- 
sis is upon us, which is fundamentally imprudent given these 
known demographic trends and our long-range imbalances. 

Let me give you an example real quickly and I will move out of 
this. In 1983, when the Greenspan Commission was created, we 
were within weeks of not sending out the checks on time. Now, be- 
lieve me, that would be a crisis. There would be a big signal. 
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Mr. Platts. You wouldn’t want to be in our District offices when 
that happens. 

Ms. Foxx. Right. 

Mr. Walker. I would say there would be consequences. But the 
fact of the matter is today’s equivalent of 1983 is 2042. But it 
would be fundamentally imprudent to wait until 2042, not just be- 
cause of Social Security; because of the much broader fiscal imbal- 
ance challenge that we face. 

Mr. Platts. Yes. I want to just conclude. In your testimony, Mr. 
Walker, to put a plug in something we are working on, a number 
of places in your written testimony you talk about the way we are 
reporting not adequately showing the results that agencies are get- 
ting for the taxpayer dollars and the importance of program review 
and ongoing process at the Department of Education and Treasury 
and with our legislation, our PAR Act legislation that we moved 
last fall out of the full committee. We didn’t have time to get it on 
the House floor schedule before the end, but I have talked to Chair- 
man Davis and we will likely move it in March in the full commit- 
tee. It is something that we are trying to help, again, from a statu- 
tory standpoint, put some permanence into what the administra- 
tion is doing, I think, a wonderful job going through the part proc- 
ess of trying to be more results oriented and not just, “You have 
X dollars and spent X dollars appropriately,” but, “Did you achieve 
any results for the American people when you spent X dollars?” 
Our legislation is going to try to help push that in a statutory 
sense. 

I want to thank the three of you again for your several hours 
here today with us and your preparation and your day-in and day- 
out work. We look forward very much to continuing our inter- 
actions with each of you and your offices as we move forward over 
these coming 2 years. 

Mr. Walker. If I can, Mr. Chairman 

Mr. Platts. Sure. 

Mr. Walker [continuing]. I would like to thank you again for 
holding this hearing and making it an annual occurrence. Second, 
I would like to thank all the very capable GAO staff who worked 
on this year’s financial statement audit, because without their ef- 
forts it just wouldn’t happen. 

Thank you. 

Mr. Platts. As I left the capital on December 15th, my daily 
commute back to my home in York, I thought I heard a big sigh 
of relief out of GAO that it was all done and submitted. We know 
that is quite a herculean effort that goes into that audit process. 

We have a couple of things, I guess. We are going to keep the 
record open for 2 weeks that you are going to followup with, Mr. 
Towns, any information you want to submit. 

I want to recognize staff from both sides, as well, who help make 
these things run smoothly. 

This hearing stands adjourned. 

[Whereupon, at 3:57 p.m., the subcommittee was adjourned.] 

[The prepared statement of Hon. Jon C. Porter follows:] 
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Mr. Chairman, I appreciate your holding this hearing today. I also would like to thank 
our witnesses for coming here to Capitol Hill in order to discuss this issue today. 

As the Chairman of the Subcommittee for Civil Service and Agency Organization, I take 
great interest in making sure that our Federal agencies are using taxpayers’ dollars 
effectively. I believe that Federal fiscal responsibility and agency organization are 
inextricably linked, and I find it troubling that the General Accounting Office (GAO) 
recently found that the accuracy of data in the consolidated financial statements was 
materially deficient for some agencies. 

In my home state of Nevada, most of my constituents in Southern Nevada come into 
contact with Federal agencies, whether they know it or not, every day of the year. So, I 
am a firm believer in making sure that our Federal agencies are working effectively in 
order to better serve the American public. Although there are many agencies that are 
abiding by the financial and managerial rules set forth by Congress, I would like make 
sure that all of our agencies are working under these guidelines within the very near 
future. 

Again, Mr. Chairman, I appreciate being here today, and I am looking forward to hearing 
the witnesses speak. 


* * * 
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DEPUTY DIRECTOR 
FOR management 


EXECUTIVE OFFICE OF THE PRESIDENT 
OFFICE OF MANAGEMENT AND BUDGET 
WASHINGTON, DC. 20SO3 


m M m 


The Honorable Todd Russell Platts 
Chairman 

Subcommittee on Government Management, Finance 
and Accountability 
Committee on Government Reform 
U.S. House of Representatives 
Washington, DC 20515 

Dear Chairman Platts: 

I am writing to clarify an issue that arose during the February 9, 2005, hearing before 
the Committee on Government Reform on the topic of the Government-wide financial 
statement. This matter relates to the effect of restatements of previously-issued financial 
statements on the number of unqualified audit opinions received for major Federal agencies in 
Fiscal Year (FY) 2003. I would appreciate this letter being made part of the official record of 
the hearing. 

Restatements of financial statements occur when issues arise subsequent to the 
issuance of the auditors’ report that have a material effect on the financial statements. Once 
the material error is identified, the new information is audited. Based on the reliability of this 
new information, the auditor then decides to either maintain the same opinion or to change it. 

In FY 2003, 20 of the 24 major Federal agencies initially received unqualified audit 
opinions on their financial statements. Nine of die 20 agencies with unqualified audit 
opinions, however, restated their FY 2003 financial statements in their FY 2004 Performance 
and Accountability Reports (PARs). For two of these agencies, their respective auditor 
downgraded the level of their previously-issued unqualified opinions. The net result of this 
change is a revised total of 18 unqualified opinions for FY 2003. The attached chart provides 
an agency-by-agency analysis of the FY 2003 auditors’ opinions. 

The Office of Management and Budget (OMB) has several initiatives underway to 
improve internal control over financial reporting and reduce the risk of a financial statement 
restatement in the future. For example, a revision to OMB Circular A- 123, Management's 
Responsibility for Internal Control, strengthens the process agencies must undertake to assess 
and report on internal control effectiveness. In addition, OMB is aggressively monitoring 
control weaknesses under the President’s Management Agenda and holding agencies 
accountable for implementing corrective actions. 
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Improving internal control and correcting long-standing control weaknesses at Federal 
agencies is not a short-term endeavor. However, OMB and the agencies remain committed to 
taking die necessary steps toward overall dnancia! reporting improvements. As these 
initiatives take hold over the long-term, we expect agency restatements to decline. 


Thank you for the opportunity to comment on this important issue. 


Enclosure 


Sincerely, 




Clay Johiudn ^ 

Deputy Director for Management 


Identical Letter Sent to The Honorable Edolphus Towns 


2 
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EXECUTIVE OFFICE OF THE PRESIDENT 
OFFICE OF MANAGEMENT AND BUDGET 
WASHINGTON, D.C. 20503 


DEPUTY DIRECTOR 

FOR MANAGEMENT MAR 1 7 2005 


The Honorable Todd Russell Platts 
Chairman 

Subcommittee on Government Management, Finance 
and Accountability 
Committee on Government Reform 
U.S. House of Representatives 
Washington, DC 20515 

Dear Chairman Platts: 

I am writing to clarify an issue that arose during the February 9, 2005, hearing before 
the Committee on Government Reform on the topic of the Government-wide financial 
statement. This matter relates to the effect of restatements of previously-issued financial 
statements on the number of unqualified audit opinions received for major Federal agencies ii 
Fiscal Year (FY) 2003. I would appreciate this letter being made part of the official record ol 
the hearing. 

Restatements of financial statements occur when issues arise subsequent to the 
issuance of the auditors’ report that have a materia! effect on the financial statements. Once 
the material error is identified, the new information is audited. Based on the reliability of this 
new information, the auditor then decides to either maintain the same opinion or to change it. 

In FY 2003, 20 of the 24 major Federal agencies initially received unqualified audit 
opinions on their financial statements. Nine of the 20 agencies with unqualified audit 
opinions, however, restated their FY 2003 financial statements in their FY 2004 Performance 
and Accountability Reports (PARs). For two of these agencies, their respective auditor 
downgraded the level of their previously-issued unqualified opinions. The net result of this 
change is a revised total of 18 unqualified opinions for FY 2003. The attached chart provides 
an agency-by-agency analysis of the FY 2003 auditors’ opinions. 

The Office of Management and Budget (OMB) has several initiatives underway to 
improve internal control over financial reporting and reduce the risk of a financial statement 
restatement in the future. For example, a revision to OMB Circular A- 123, Management’s 
Responsibility for Internal Control, strengthens the process agencies must undertake to assess 
and report on internal control effectiveness. In addition, OMB is aggressively monitoring 
control weaknesses under the President’s Management Agenda and holding agencies 
accountable for implementing corrective actions. 
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Improving internal control and correcting long-standing control weaknesses at Federal 
agencies is not a short-term endeavor. However, OMB and the agencies remain committed to 
taking the necessary steps toward overall financial reporting improvements. As these 
initiatives take hold over the long-term, we expect agency restatements to decline. 

Thank you for the opportunity to comment on this important issue. 


Sincerely, 

r 

Clay Johnson 1^ 

Deputy Director for Management 



Enclosure 


Identical Letter Sent to The Honorable Edolphus Towns 


2 
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Attachment 

FY 2003 Financial Statement Results 


Audit Opinion 

Restated 2003 

2003 Initial Opinion 

Unqualified 

18 

20 

Qualified 

1 

0 

Disclaimer 

5 

4 


Agency 

Type of Opinion 

CFO Act Agencies: 

Restated 

Opinions 

2003 

Initial 

Opinions 

2003 

Department of Agriculture 

Unqualified 

Unqualified 

Department of Commerce 

N/A 

Unqualified 

Department of Defense 

Disclaimer 

Disclaimer 

Department of Education 

N/A 

Unqualified 

Department of Energy 

N/A 

Unqualified 

Department of Health and Human Services 

Unqualified 

Unqualified 

Department of Homeland Security 

N/A 

Disclaimer 

Department of Housing and Urban 
Development 

N/A 

Unqualified 

Department of Interior 

N/A 

Unqualified 

Department of Labor 

N/A 

Unqualified 

Department of Justice 

Disclaimer 

Unqualified 

Department of State 

Unqualified 

Unqualified 

Department of Transportation 

Unqualified 

Unqualified 

Department of Treasury 

N/A 

Unqualified 

Department of Veterans Affairs 

N/A 

Unqualified 

Agency for International Development 

N/A 

Unqualified 

Environmental Protection Agency 

N/A 

Unqualified 

General Services Administration 

Unqualified 

Unqualified 

National Aeronautics and Space 

Administration 

N/A 

Disclaimer 

National Science Foundation 

Unqualified 

Unqualified 

Nuclear Regulatory Commission 

Qualified 

Unqualified 

Office of Personnel Management 

Unqualified 

Unqualified 

Small Business Administration 

Disclaimer 

Disclaimer 

Social Security Administration 

N/A 

Unqualified 
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